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EXECUTIVE SUMMARY AND OVERVIEW 


Terms of Reference of the Task Force 


The Task Force on Insurance was appointed on January 9, 1986, by the 
Minister of Consumer and Commercial Relations and given a broad mandate to 
seek out "solutions for cost and capacity problems in the property and casualty 
insurance industry in Ontario". More specifically, the Task Force was directed 
to explore "all possible approaches to such solutions which have the result of 
creating, on a long-term basis, increased market stability, policy holder 
protection and a climate of economic opportunity for insurance companies in 


Ontario". These possible approaches include: 


° stricter entry requirements for insurance companies; 


° provisions for ensuring companies have a long-term commitment 
to the Ontario market; 


modernization of investment rules for insurance companies; 


introduction of higher duties and responsibilities for directors and 


management; 

fe) rules controlling self-dealing; 

fe) provisions for greater control over the obtaining of reinsurance; 

fo) government-run insurance; 

fe) creation of greater market discipline in the placing and buying of 
insurance, including greater elements of disclosure; 

fe) modification of insurance rating practices; 
rate control of premiums; 

fe) introduction of prudential rules and regulatory tools to ensure 
financial soundness of insurance companies; 

fe) elements of cost control over non-economic loss in liability cases; 

fe) no-fault insurance; 

fe) updating rule of corporate governance, with a view to similarity 
with the Ontario Business Corporations Act, 19382; 

° equal application of rules for the insurance business to all 
companies operating in Ontario; 

fe) stronger role for auditors, audit committees and actuaries; 

fe) promotion of various forms of reciprocal insurance; 

fe) introduction of rules for prudent underwriting and risk-analysis 


practices. 
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The Task Force has interpreted the reference to property and casualty 
insurance to include the whole field of general insurance with the exclusion of 


health and accident insurance. 


Background 


The establishment of the Task Force was prompted by the clear 
perception on the part of the government that Ontario is experiencing an acute 
insurance crisis that is having a significant and far-reaching impact on all 
sectors of the Ontario economy and society. Although most observers agree that 
the industry is prone to cyclical movements in capacity and prices, it is all too 
evident that the magnitude and severity of this particular cycle had taken 


everyone by surprise. 


As consumers face huge increases in premiums and in some cases the 
total withdrawal of capacity, there has been no lack of accusations, counter- 
accusations, finger-pointing and anecdotal explanations. On the one hand, Ralph 
Nader and the National Insurance Consumers Organization in the United States, 
supported by both American and Canadian trial lawyers, argue that the crisis is a 
scam produced by greedy insurers who are in fact making a great deal of profit 
in the current market. Others focus on poor management and excessive hysteria 


within the industry. 


For their part, primary insurers blame the crisis on high court awards 
and so-called "judicial inflation" within the tort liability system. Increased 
consumer consciousness with respect to insurance claims, together with the 


withdrawal of reinsurance, are two other related explanations. 


Reinsurers likewise blame judicial inflation but also point the finger 
back at the primary insurers for pursuing the destructive course of cash-flow 
underwriting during the heady days of high interest rates, and for failing to 
retain sufficient amounts of risk. According to this argument, the name of the 
game became the maximization of market share, while letting investment gains 
offset underwriting losses. Then when interest rates fell precipitously and 
investment income declined at the same time as claims were rising significantly 


in terms of both frequency and size, premium income and reserves suddenly 
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proved woefully inadequate. Reinsurers were called upon to pay the large losses 
incurred by the smaller insurers in particular, while simultaneously suffering in 
their international operations from a seemingly relentless series of catastrophes 


from Bhophal to earthquakes to the Achille Lauro. 


Governments and regulators, like the insurance industry, have also 
received their share of the blame. Everyone has at some stage stressed the 
failure of public authorities to ensure the solvency and liquidity of insurers 
(witness the recent insolvencies of five insurance companies), to control rates, 
and to protect consumers adequately. Remedial suggestions have run the gamut 
from the creation of a government insurance corporation to minor regulatory 


tinkering. 


Needless to say, the confusion that emerges from the barrage of 
sometimes conflicting explanations is not easily dispelled, nor are the 
prescriptions for reform easily identified. Regardless of the precise analysis and 
conclusions, one conclusion is inevitable: any market that gives rise to the 
tremendous swings in premium levels and withdrawal in capacity that we have 
witnessed is simply not operating soundly. Furthermore, although the insurance 
industry is clearly struggling to respond adequately to the intense internal and 
external pressures, it does not appear to be able at present to ensure stability in 


the insurance product. 


Task Force Activities 


Despite the limitations created by the Task Force's obligation to report 
in three months, it has sought the views of a wide range of individuals and groups 
in an attempt to analyze the source of the crisis, and formulate effective 
recommendations for change. First, a Policy Advisory Group was established 
that was designed to bring together a variety of persons with expertise in such 
key areas as insurance, law, accounting, economics and actuarial science. 
Second, a systematic effort was made to contact certain persons and groups and, 
more broadly, to solicit the views of any concerned and interested persons on 
matters relating to the Task Force's mandate. Well over 200 briefs and 
submissions were received and reviewed by the Task Force, and a substantial 


number of consultative meetings took place. 
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This consultation process was extremely useful in identifying the 
critical problems and possible solutions, and has proved invaluable in formulating 
the final recommendations of the Report. It should be emphasized that the Task 
Force has enjoyed the full co-operation of a great number of persons, whether 
from the insurance industry, the legal profession or insureds themselves. Clearly 
this greatly facilitated the consultations and permitted the Task Force to 


proceed expeditiously and constructively at all times. 


At the same time, the Task Force was linked to two Inter-Ministerial 
Advisory Groups established under the Ministry of Consumer and Commercial 
Relations, as well as the Market Assistance Program and Hot-Line assistance 
service. As aresult, the Task Force was aware of the broad range of concerns 
confronting the government and the more critical and intractable aspects of the 


insurance crunch raised by the public. 


It was not possible in the short time available to undertake new 
research. Nevertheless, at an early date, the Task Force commissioned a number 
of papers and memoranda on various general insurance industry developments 
and issues. While intended initially as primarily survey and evaluative papers 
rather than as research papers, many of them bring into focus the accumulated 
wisdom on key issues and a considered judgment on current and future issues and 
concerns. Arrangements have been made with the authors for the submission of 
the work in the public record of the Task Force. These are listed in Appendix 2 
of this Report. 


In approaching its work, the Task Force has at all times focused on the 
concerns of the insured consumer and the overriding interest in the availability 
of adequate and affordable insurance. At the same time, while it has been 
important to analyze the experiences of other Canadian jurisdictions where the 
government has directly entered the insurance business, the Task Force has 
sought solutions within the framework of a private insurance industry that 
operates effectively, efficiently and fairly from the point of view of the 
consumer. Finally, the Task Force should emphasize that its investigation of 
insurance has involved a strong emphasis on the means of enhancing the control 


of risk and the reduction of losses, as well as simply insuring against risk. 
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Analyzing the Crisis 


The current crisis has highlighted the fact that adequate insurance 
coverage is essential to the ordinary Canadian, and that the public has a pressing 
interest in both a stable risk environment and stable insurance product. 
Insurance permits the individual to cope with future uncertainties by pooling the 
risk of loss. It permits commercial entities to carry on business in an 
environment more conducive to economic growth and expansion. The loss of a 
home or business premise would be a devastating event in the absence of 
insurance, and major new investments might not be made without the capability 
of insuring risk. Certainly, a reduction in risk taking would have far-reaching 
social and economic consequences for our standard of living, as well as 
significant individual consequences. Yet surprising as it may seem, the general 
public is only now realizing that the insurance industry is an essential multi- 
billion-dollar-a-year component of the financial services industry, and of our 
economic infrastructure, as well as a critical element in our social and economic 


lives. 


The general insurance industry is one in which there has clearly evolved 
a mix of state/government and market mechanisms, and the need for a 
government presence in regulating and supervising the provision and availability 
of the insurance has long been accepted. The basis of this government presence 
varies and is by no means limited to situations of so-called "market failure" when 
the private industry is unable to fulfil some essential functions efficiently. 
Rather the government interest extends to active measures to reduce the 
probability of loss, to promote the stability of the insurance industry and to 


facilitate the pooling of risk and uncertainty. 


In investigating the causes of the current instability in the insurance 
market and the extensive cost and capacity problems, the Task Force has been 
severely hampered by the lack of empirical evidence and data necessary to 
support or reject a particular theory. Despite some improvements in industry 
data bases in particular, there is still little meaningful evidence with respect to 
many critical matters. These include the cost components of bodily injury 
claims, both automobile and non-automobile, and data on the financial, 
operational and administrative performance of insurers that would permit a 


meaningful comparative assessment by the consumer. The Task Force was able 
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to undertake some limited research into data on court awards and settlements, 
but emphasizes the need for all concerned to undertake more empirical research 


and quantitative analysis on a much more systematic basis. 


In approaching the analysis of the causes of the crisis, the Task Force 
began first by focusing on the structure of the industry and the cyclical features 
of the market. This analysis is set out in Part A. The dominant conclusion that 
the Task Force has reached is that the crisis does not reflect simply a more 
severe and unusual cycle of activity which is in the process of being corrected 
through adjustments in prices and premiums. Rather, the crisis reflects serious 
socio-legal and economic changes of a structural nature that give rise to such a 
degree of uncertainty as to permanently alter the risk environment and the 
insurance market. Thus, certain fundamental reforms to the system are required 
in order to stabilize the risk environment and ensure the provision of available, 


affordable and adequate insurance. 


More specifically, although as Part A _ indicates the financial 
performance of the industry in the aggregate is basically sound, and there is 
adequate capacity to meet the demand for insurance generally, there are 
particular areas, notably liability insurance, in which the losses (excess of claims 
over premiums) have been extreme and the reduction of the capacity is most 
critical. The climate surrounding such risks has simply become so threatening 
that insurers refuse to underwrite on the grounds that they are no longer pooling 


risks but are in effect assuming the risk. 


The nature of the structural changes that give rise to such extreme 
unpredictability and the marked increase in frequency and size of claims are 
threefold. Firstly, individuals in today's technologically advanced, post- 
industrial society are being exposed to a growing array of risks and hazards, 
many of which are highly indeterminate and long range, for example, the as-yet- 
undetermined effect of environmental pollution or various complex chemical and 


biological products and processes. 


Secondly, concurrent with the proliferation of the risk facing the public 
and with the widespread availability of general liability insurance, the 
contemporary insured is far more conscious as a consumer and more inclined to 


seek compensation for a wide variety of losses. 
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Thirdly, the pressure to compensate, particularly in the personal injury 
area, has resulted in a virtual explosion in liability and liability litigation. The 
law of negligence is being judicially expended and extended to new areas of 
activity and injury. Courts are certainly at the forefront of these changes, but 
the driving force behind these changes, and in large part the cause of the 
"crisis", is the very existence of liability insurance. The phenomenon of modern 
liability insurance has played a major role in transforming tort and in creating a 


judicial environment that is becoming increasingly uncertain and unpredictable. 


The identification of these structural changes is critical to an 
evaluation of the assertions that court awards and settlements are escalating out 
of control and that Ontario is becoming "California North". The Task Force has 
studied this matter with care, and its analysis is set out in Part B. Much of the 
current criticism that is being levelled at the court system is rooted in a 
fundamental misunderstanding of Canadian tort law and how it differs from that 
of the United States. However, even given these important differences, the Task 
Force has concluded that the most that can be said is that Ontario is not 
"California North" -- yet. Nothwithstanding the formal differences between the 
American and Canadian tort systems, the structural similarities are more 
significant and will ensure continuing uncertainty and unpredictability both in 


the United States and in Canada. 


It is necessary to emphasize that the Task Force is not suggesting the 
court system or the judges be blamed for the current crisis. Rather it must be 
recognized that the courts are simply reflecting the deep social, legal and 
economic changes that have fundamentally altered the risk environment. The 
courts have responded effectively and with compassion to demands for 
compensation in the limited situations in which are permitted. The basic 
problem in the realm of personal injury liability is not any failure of the judiciary 
to compensate adequately where the law permits compensation. As is explained 
more fully in Part B, the problem is more systemic: the profound inequity and 
unpredictability in continuing to use tort as a mechanism for accident 


compensation. 


The Task Force has therefore concluded that, at least in the personal 
injury area, fundamental reform to the relationship between tort/litigation and 


the insurance system is required. Accordingly, the Task Force recommends that 
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steps be taken toward implementing a fundamentally different system of 
personal injury compensation first, in respect of automobile accidents, but 
eventually in respect of all accidents. The design of the system will entail the 
introduction of a system of mandatory first-party insurance coverage set at such 
levels as to cover the majority of Ontario citizens, together with firm initiatives 
to enhance the deterrence to hazardous driving such as by means of a bonus- 
malus penalty rating system. Recommendations for a substantial no-tort system 


will also be put forward as an alternative. 


The Task Force recognizes that many thoughtful proposals have been 
put forward to reform the tort system in order to enhance its equity and 
efficiency and assist in improving the effectiveness of the overall insurance 
system. As set out in Part B, these proposals must be seriously considered and 
implemented where appropriate. But the Task Force does not believe that these 
reforms, while valuable in themselves, will address sufficiently the long-term 
structural changes that are at the root of the extreme uncertainty confronting 


the insurance industry. 


Enhancing the Availability, Affordability and Adequacy of Insurance 


In addition to the systemic changes proposed in respect of personal 
injury compensation, the Task Force has put forward a number of 
recommendations designed to enhance the availability and affordability of 
liability insurance. These include proposals in respect of such mechanisms as 
reciprocal insurance exchanges, self-insurance, insurance pools and the insurance 
exchange. One important proposal is for an export liability insurance pool to 
deal with the particularly difficult problems faced by exporters to the United 


States. All of these proposals require little or no legislative change. 


Recommendations are also made in respect of the new claims-made 
form of insurance policy that has been developed by the insurance industry to 
help limit long-tail exposures. Given the serious implications of the new form of 
insurance for potential gaps in and adequacy of coverage, the Task Force 


believes that the regulators must monitor the situation. 
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The Task Force has also addressed the need to improve the efficiency 
of the insurance system and the quality of services provided to the insured. 
Recommendations to improve the distribution system and reduce the all-too- 
substantial transactions costs are set out in Part C. These include proposals to 
improve communications between insureds, brokers and insurers, and to 


implement changes in the commission rate structure. 


Finally, in Part D, the Task Force addresses the need for improved 
financial regulation and market regulation. Financial regulation refers to the 
controls placed on the structure of insurers, the financial aspects of their 
operations and their accountability for such operations. Market regulation refers 
to the control placed on the relationship between insurers and insureds and their 
respective rights and obligations, including contracts of insurance, policies, 


rates, premiums and insurance delivery networks. 


The Task Force makes a number of recommendations in Part D with 
respect to the capital and surplus requirements of insurers and the financial 
activities of insurers, including investments, reinsurance, reserves, disclosure of 
information and certain taxation matters. The Task Force views the 
establishment of a policyholder compensation fund, in which all property and 
casualty insurers doing business in Ontario would be required to be members as a 


condition of licencing, as an important government-industry initiative. 


The Task Force concludes in Part D that the system of delivering 
insurance products to the consumer can be improved through specific 
communication and education mechanisms, particularly with respect to the 
encouragement of increased risk management. Specific recommendations 
address the need for agents/brokers to give timely notification to insureds of 


changes in price, coverage, exclusions and non-renewal. 


The Task Force does not recommend the introduction of rate 
regulation, although it does favour a more systematic framework for the 
monitoring, surveillance and evaluation of rates. The Task Force also makes 
suggestions as to how governments may usefully become more involved in 


property and casualty insurance. 
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As already noted, the Task Force believes that there is no evidence of 
any need for the Government of Ontario itself to participate directly in the 
insurance business. With enhanced regulation to ensure the financial stability of 
the industry, and an equitable and efficient market for the insurance product, 
there is every indication that the private insurance industry will be able to 


provide high-quality and reliable service to the consumer. 


In conclusion, the Task Force has put forward a wide range of 
recommendations designed to address the cost and capacity problems in the 
insurance market. Since the primary cause of these problems is fundamental 
socio-legal and economic changes, some of the recommendations involve reform 
to the very nature of the insurance system itself with respect to personal injury 
compensation. Other recommendations are directed at changes within the 
system designed to enhance capacity in the more intractable areas of liability 
insurance, to improve the efficiency and equity of the system, and to eliminate 


the high degree of instability in the general insurance market. 
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PART A 


THE INSURANCE CRISIS: STRUCTURAL OR CYCLICAL? 


I INTRODUCTION 


The current insurance crisis has had a significant and far reaching 
impact on the Ontario economy and society. In this Part the Task Force 


examines the sources of this crisis. 


Traditional analysis explains the performance of the insurance industry 
as a cyclical phenomenon, manifested by ebbs and flows in capacity and prices. 
However, it is now clear that the so-called "Eighth Cycle" cannot be fully 
explained within the standard framework of analysis that has been applied to 
previous cycles. The Task Force has therefore concluded that while the cyclical 
forces inherent in the insurance industry will eventually ameliorate the current 
situation, simple adjustments to prices and premiums will not completely resolve 


the problem. 


To view the current situation as yet another cycle is inappropriate and 
would lead to ineffective prescriptions for change. Instead, it must be 
recognized that the current crisis reflects major technological, social, legal and 
economic changes that have so fundamentally affected the risk environment and 
the insurance market that it is no longer possible for the current cost and 
Capacity problems to be overcome within the parameters of the existing system. 


In this Part we examine the factors that have so destabilized the 
‘current risk environment. This examination is followed by an assessment of the 
insurance industry's current financial situation and its prospects for the 
immediate future. The above analyses are intended to identify precisely the 
characteristics and sources of the current crisis. This, then, will facilitate the 
more specific analyses and recommendations contained in Parts B, C and D. 
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Il KEY SOCIO-LEGAL CHARACTERISTICS OF THE INSURANCE CRISIS 


The Changing Risk Environment 


As noted above, it is the opinion of the Task Force that the source of 
the current insurance crisis is primarily the fundamental changes in the risk 
environment to which the insurance industry in its current form has failed to 
respond adequately. These changes are basically threefold: 


(1) the impact of technology; 


(2) concurrent changes in the public attitude and expectations vis a 
vis risk and compensation; and 


(3) the judicial response to the above two factors. 


The Impact of Technology 


In today's technologically advanced, post-industrial society, people are 
being exposed to a growing array of risks and hazards, many of which are highly 
indeterminate and long range in nature. This development is significant not only 
because the number of insurable risks is expanding, but also because modern 
technology has created an environment of uncertainty and unpredictability. For 
example, the as-yet-undetermined effects of environmental pollution or of 
various complex chemical and biological products and processes not only demand 
new insurance products, but also bring into serious question the ability of the 


industry to even respond to those demands. 
Public Attitude and Expectations 


Concurrent with the proliferation of the risks facing the public and with 
the widespread availability of general liability insurance, the contemporary 
insured is far more "consumer conscious" and more inclined to seek compensation 


in respect of a wide variety of losses. 


This development has underlined the fact that the main function of 
insurance is to provide compensation. The pressure to compensate has been 
focussed on the insurance industry, on the government and on the judicial 
system, and has altered and destabilized the traditional "demand" parameters of 


the insurance analysis. 





aru sien sengltce: ianenaaehenl emnein Gulotgelokdines«esind? i | . 

ih Dititenhtadesadihnatsanidprriashed ate tinkes ebinen 0) 

ime Tom IBA ieagle ai seesrienpslipemls 

pr gribeonaicatny stile aS AM ‘Sy Sekai ate “alba 
04 “vytiliisibo me bao Calera te eminilivinn Aa ante walt cyotoestbian 

" ta HRN Aleay Leinreninontone wy anit Ginerenienite an et alate 

angi Whe sen eiesintniaid A | 








Street ie mot a 






ce Se ae on a 





14 


The Judicial Response 

This pressure to compensate, particularly in the personal injury area, 
has resulted in a virtual explosion in liability and liability litigation. The 
situation in Canada has not reached American proportions, largely because of a 
number of important differences, which are explained more fully in Part B. The 
differences between the two systems, however, are differences in degree, not 
differences in kind. The underlying causes of the continuing expansion of 
liability to new areas of activity and injury are fundamentally similar, and relate 
in large measure to the role that liability insurance has played in the 
transformation of the tort system. ; 


This transformation, described in detail in Part B, has placed the courts 
in a difficult if not impossible position, and has created a judicial environment 
that is becoming increasingly uncertain and unpredictable. 


Conclusion 


The current crisis arose because of a conjuncture of the traditional 
cyclical factors relating to price and capacity, together with the cumulative 
impact of longer term structural changes arising from an increasing focus on 
compensation; heightened consumer expectations; greater exposure to risk and 
hazards; and so forth. Each of these additional factors has the effect of 
injecting another layer of uncertainty into the risk environment. This 
uncertainty is exacerbated by the judicial response in the area of personal injury 


compensation. 


Two initial conclusions can be drawn from the above analysis. The first 
is that in the area of personal injury compensation certain fundamental systemic 
reforms are advisable. This area is more fully considered in Part B, in which it 
will be proposed that the government establish a no-tort system of personal 
injury compensation, first in respect of automobile-related accidents, but 
eventually in respect of all accidental injuries. 


The second conclusion is that it will not be possible to overcome the 
present crisis with solutions designed only to address its cyclical features. 
Rather, we must address ourselves directly to the significance of the added 
element of uncertainty that the above factors have added to the industry. 
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The Significance of Uncertainty 


In a paper prepared for the Task Force, Mathewson and Winter review 
the main grounds on which property and casualty insurance differ from other 
market-based goods.! They emphasize that the most important difference is the 
contingent nature of the insurance contract. At the time of the sale of the 
insurance contract the potential liability assumed by the insurer is in the future 
and is therefore necessarily indeterminate. The magnitude of the risk assumed 
by the insurer depends on the degree to which the probability of the occurrence 
of the potential liability being insured against can be accurately predicted. 

(a) These risks are, of course, exacerbated when insurers cannot 
forecast the nature of anticipated potential liabilities; these risks 
are further exacerbated when the actions of those insured can 
influence the likelihood of states where losses occur (moral 
hazard), or when insurers have incomplete information on the 
risks that they insure (adverse selection). 

The changes in the risk environment have impacted on the contingency 
element of the insurance industry in two ways. First, the industry is being 
forced to meet obligations today that may have had their genesis years ago, ina 
fledgling technology, unbeknownst to insurer and insured alike (e.g., asbestosis). 
Second, and more important, the uncertainty that is already inherent in the 


insurance product has been enhanced in the contemporary environment. 


As the Mathewson and Winter paper indicates,2 the basic effect of any 
significant increase in the level of uncertainty in the insurance industry is 
precisely what is being experienced now: significant increases in the price of 


insurance together with industry-wide retrenchment in underwriting. 


As the economic analysis summarized below indicates, paradoxically 
the present reaction to the increased uncertainty in the industry will most 
probably result in some short-term recovery by improving the capital base and by 
returning the cost-profit ratio of the industry closer to its equilibrium point. 
However, as the economic analysis also indicates, exclusive reliance on the 
cyclical improvements in the short-term situation would be unlikely to address 


the endemic problems that face the industry today. 


1 Mathewson and Winter, "The Market for Property and Casualty 
Insurance in Ontario" (April 15, 1986), pp. 4-5. 
2 Mathewson and Winter, Part III (4). . 
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il KEY ECONOMIC AND FINANCIAL CHARACTERISTICS 
OF THE-INSURANCE CRISIS 


Macro-Analysis 


Supply and Demand 


The demand for insurance is relatively inelastic. Insurance 
requirements pervade modern life. Automobile insurance is now a compulsory, 
essential adjunct of driving. Governments, banks and many non-financial 
businesses routinely require transactions to be insured as a pre-condition to the 
transactions themselves. Property insurance is a pre-condition of obtaining a 
mortgage on a house. And farm produce cannot be moved from elevator to 
seaboard unless the carrier has insurance. Indeed, not only is the range of 
mandatory insurance legislation expanding as set out in Appendix 6, but the 
demand for new and different forms of insurance by the Canadian consumer 


continues to expand steadily. 


As in most activities, there is no "free lunch" in insurance. As the 
public demands higher compensation, and as the risks associated with modern life 
escalate in degree and uncertainty, the insurance industry must respond by 
charging higher premiums. Of course the pricing of insurance is based on many 
factors, such as transaction costs, investment income and the capital base. 
Nonetheless, the fundamental price factor is the relationship between claims 


paid and premiums received. 


The rapidly changing demand factors that have helped precipitate the 
current crisis have been reviewed above. In reviewing the supply factors, it must 
be emphasized that some supply characteristics are similar for all market-driven 
structures, while others depend on whether the structure is highly competitive or 


has strong elements of monopoly or conspiratorial structures. 


In North America the supply of insurance is provided mainly by private- 
sector bodies, including co-ops, mutuals and joint stock companies. To a 
considerable extent, the private suppliers have to be able to evaluate the 
contingencies inherent in the insurance contracts they supply, as well as their 
cost of operation. They must also, over the long run, earn at least a competitive 
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rate of return on the capital employed. They must cope for a time with the risks 
of bankruptcy arfsing from actual claims exceeding the expected value of claims 
by a significant margin. They must also be innovative as social and technological 
conditions change. 


The consensus of industrial organization scholars who have examined 
the structure of the general insurance industry in North America is that the 
supply side of the market is essentially competitive in nature.! Entry and exit 
are easy, both for domestically chartered and foreign chartered insurance firms. 
Economies of scale and scope are not significant. As a result, the insurance 
market should be efficient and responsive. As a long-run equilibrium matter, 
such a market structure is expected, subject to some qualifications with respect 
to information, moral hazard and adverse risk selection, to yield approximately 
efficient results in the sense that costs should be minimized and the price of the 
service should equal the costs -- including opportunity costs -- of capital 
employed. If more expensive services are demanded, premiums should increase 
in the long run in line with the increased actuarial value of the benefits together 


with any increases in transaction costs. 


The current pricing experience, especially in the realm of personal 
liability insurance, has necessitated a re-evaluation of the above basic 


traditional assumptions. 


In their paper, Mathewson and Winter address the issue of whether the 
competitive model is still viable in light of the observation that recent increases 
in premiums and reductions of coverage do not reflect the historical record of 
costs. They argue that increases in the average level of awards and settlements, 
together with the sort of increased socio-legal uncertainty in the risk 
environment described by Professor Trebilcock? will typically lead to short-run 
increases in prices of insurance services that are larger than the increases in 
coverage costs incurred by the industry. They argue that as uncertainty is 
replaced by greater certainty over time, the long-run competitive market 
efficiencies should re-emerge. Thus, premiums will ultimately again be 


determined mainly by claims and transaction costs. 





— 


Mathewson and Winter, p. 10. 

2 Trebilcock, "The Insurance-Deterrence Dilemma of Modern Tort Law: 
Trends in North American Tort Law and their Implications for the 
Current Liability Crisis" (April 21, 1986). 
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The papers prepared by Mathewson and Winter and by Trebilcock both 
reaffirm the corclusion that the insurance industry is essentially competitive. 
However, both papers emphasize that the unusual nature of the insurance 
product, together with the growing uncertainty associated with the modern risk 
environment, necessitate an unusual adjustment process for a competitive 
industry. To understand the nature of this adjustment process it is first 
important to understand the cyclical nature of the insurance industry. 


The Insurance Cycle 


While the Task Force has concluded that the current crisis is 
structurally different from previous cycles, the cycle analysis does provide a 
perspective from which the true gravity of the current situation can be 
appreciated. In addition, an understanding of the cycle analysis enables one to 
recognize the basic distinctions between the current situation and the past. 


The cyclical experience is set out in a survey paper prepared for the 
Task Force, included in this report as Appendix 7. That paper is based on more 
detailed papers listed in the Appendices, and on the many submissions to the 
Task Force. Only the main arguments and conclusions will be presented here. 


The typical features of the insurance cycle can be summarized as 
follows: 


If one starts from a situation of overcapacity in which there is surplus 
Capital against which to write insurance, availability will be high and extended 
coverages will be offered at lower prices. Self-insurance will shrink as insureds 
take advantage of the situation to reduce their deductibles. Similarly the 
incentive to promote risk limitation will be reduced. Generally, this cycle will 
coincide with a strong economy. Each firm will thus attempt to maximize its 
market share by underwriting its cash flow. Eventually, the equilibrium price- 
cost relationship for the industry will be undershot as potential loss and expense 
levels overtake premium and investment incomes. Capital and surplus will then 
deteriorate; firms will withdraw or fail; and retrenchment will start to take 
place, manifested by higher prices, reduced availability, more selective risk- 
insuring, and reduced adequacy of coverage. This will lead to cancellation and 


non-renewal of contracts. 
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Ultimately, higher prices and lower expenses will create better loss 
ratios and a reduction in reserve requirements, thereby increasing industry 
profitability. The new entrants attracted to the market together with the 
increased surplus capital will generate lower prices and increased availability. 
The equilibrium price-cost position on the high price side will then typically be 
overshot, and overcapacity will develop. The cycle is then complete. 


Reinsurance will usually be dragged along by the cycles in first-line 
insurance. However, independent factors in the availability of capital, profit 
evaluation or costs of reinsurance can exercise their own distinctive influences 


on the overall cyle. 


A summary view of the current and some recent cycles in the property- 
casualty insurance industry is presented in Charts | and 2. The insurance cycle 
is effectively indicated by developments in the underwriting results (defined as 
net premium income less the sum of net claims incurred and expenses and 
dividends as-a per cent of net premium income). If this ratio is -10% for 
example, an underwriting loss equal to 10% of the premium income has occurred, 
(i.e., net claims incurred and expenses and dividends have exceeded premium 
income by 10%). The profitability of the industry may still be positive because 


investment income might be equal to 15% of premium income. 


Chart | shaws a trough of underwriting loss in 1974-1975, followed by a 
peak of underwriting profit in 1977. This was followed by a trough in 1981-1982; 
an unusually short cycle peak in 1983; and a trough of severe losses in 1985. 
Except for the unusually favourable underwriting profit of 1983, the last five 
years are an exceptionally long and severe period of underwriting losses. The 
insurance cycle is quite distinct from the economic cycle, although for obvious 
reasons economic cycles do have some influence on the specific shape of 


insurance cycles. 
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CHART 1 
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Source: Statistics Canada, Financial Institutions, Cat. No. 61-006 and National 
Income and Expenditure Accounts, Cat. No. 13.001. 





Chart 2 shows that the insurance cycle is mainly due to variations in 
the rate of growth over time in net premiums earned, rather than cycles in the 
net claims incurred. Year-to-year changes do take place in net claims incurred 
but these are, broadly speaking, random rather than cyclical. Chart 2 also shows 
that, except for the anomaly centring on early 1983, the annual growth rate in 
net claims incurred has been greater than the average growth rate in net 
premiums earned. It should also be noted that there has been no trend of 
acceleration or deceleration (i.e., increase or decrease in the rate of increase) in 
the total dollar amounts for net claims incurred over the recent past. 
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CHART 2 


PREMIUMS ANDO CLAIMS 
Year over Year Per Cent Change 





Source: Statistics Canada, Financial Institutions, Cat. No. 61-006. 


Table 1 presents property-casualty results for eight years ending in 
1985. In interpreting these results, two caveats are important. First, the results 
of government insurance corporations are not included; their operations would 
account for more than $2 billion of net premiums earned in 1985. Second, net 
claims incurred includes additions to claims in reserve made during a given year 


in anticipation of expected future claims payments. 


The table shows several important features of the current insurance 
cycle. First, 1985 was the worst year of the last eight in underwriting loss, at 
$1,260 million. However, it was also the best year ever in investment income, at 
$1,350 million, not including extraordinary transactions. Extraordinary 
transactions -- mainly realized capital gains on the sales of securities -- yielded 
another $279 million, and contributed to an overall profit of $386 million for the 
industry. The bull market in stocks and the increased prices of outstanding bonds 
due to the fall of interest rates during 1985 created unusual capital gains, some 
of which were realized by the industry and would be included in the 


extraordinary transactions. 
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Second, during the last five years the compound annual growth rate in 


net claims incurred has been near 12% per year, compared with a comparable 
growth rate of premiums earned at about 10% a year. Between 1984 and 1985, 
however, net claims incurred increased by 13.8%, while net premiums earned 


increased by only 7.7%. 


Income Ratio hack Ave 8.3 4.1 2.8 


TABLE | 
PROPERTY/CASUALTY INSURANCE INDUSTRY RESULTS 
MILLIONS 
1973 1979 19380 1931 

Net Premiums 4,643 4,970 5,328 6,028 

Written 

Net Premiums 4,560 4,313 5,102 5,690 

Earned 

Net Claims oan Ff 5500 3, 887 4,607 

Incurred 

Loss Ratio 64.7 70.4 76.2 81.0 747, 70.8 eel 
Expenses & 1,594 1,616 1,783 [973 2, 266 2,471 2,590 
Dividends 

Expense Ratio 34.7 33.6 BoeuU 34.7 5367 bie rs A329 
Underwriting 28 (192) (572) (839) (562) (328) (917) 
Profit/Loss 
Combined Ratio 99.4 104.0 | Weer 115.6 108.4 104.5 TEZr0 
Insurance 339 408 455 545 602 655 734 
Operations 
Investment Income 
Insurance 367 216 (116) (344) 40 527 (182) 

' Operations 

Profit/Loss 
Other Investment 243 293 a2) B91 452 464 521 
Income 
(Equity) 
Income Taxes (168) (109) wl ts (37) (351) 23 
& Extraordinary 
Transactions 
TOTAL NET 442 400 212 160 455 740 362 
INCOME 

6.3 10.1 ROT 


Note: All ratios shown are a percentage to net premiums earned 
Source: Statistics Canada, Financial Institutions 
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Third, a broad judgment can be made about the affordability of 
property-casualty insurance in the aggregate on the basis of premiums as a 
percentage of nominal Gross National Expenditure (GNE). Between 1980 and 
1985, the burden of insurance costs increased slightly for the Canadian people, 
from 1.71% to 1.81%. 


It has to be conceded that every insurance cycle has its own distinctive 
features. Also, while the insurance cycle is distinct from general economic 
cycles, there are interactions between the general economic cycles and the 
_insurance cycles. Nevertheless, the model insurance cycle summarized above 


appears to be a major cause of the current instability in general insurance. 


The fundamental question that derives from the recognition of the 
cyclical nature of the insurance industry is why does each cycle appear to be 
characterized by a "recognition lag"? Why is the industry slow to perceive 


changes in price-cost-loss, in profit cycles and in prospects? 


This analysis then generates an additional set of questions. For 
example, it may be that there is no critical lag at the industry level, but that for 
some reason individual firms perceive their position and prospects differently 
from the industry position and therefore lag behind the industry recognition of 
the problem. If this is so, is it because of diversity within the industry or 
because of some more fundamental characteristic of the insurance product? In 
addition, why are actions so discrete and occasional, compared with the 
continual and incremental changes that characterize most other financial 
services? What are the patterns of diversity among firms that appear in the 
process of overall industry adjustment? Do these influence the shape and 


efficiency of the process? 


The Task Force has also considered the additional delay that occurs 
after action is taken to change the price and availability of insurance services, 
but before the financial position of the industry reflects those actions. 


Finally, the Task Force has considered the current and potential role of 
rating bureaus, industry associations, financial market analysts, and regulators in 
influencing these adjustment processes. Would the process and results be quite 
different if the structure was substantially monopolized or cartelized rather than 


competitive? Price-regulated, though competitive? 
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Analysis done for the Task Force indicates that the combination of the 
competitive structure of the property and casualty insurance industry, together 
with the extended time-horizons of the contingent contracts that are the heart 
of the insurance service, and the inevitability that the actual experience for 
firms from time to time will diverge significantly from expectation, implies that 
a measure of market instability is an inevitable and continuous feature of the 
business. But the analysis also suggests that the current instability is excessive, 


and could be reduced within the framework of a competitive market structure. 


The recognition lag is due in part to the gaps and untimeliness in the 
availability of relevant data, particularly on court awards and settlements, on 
claims development, on various elements of costs, and for various kinds of 
insurance lines on both an aggregated and disaggregated basis. As well, there 
are notorious gaps in the information available about the underlying elements of 
processes that determine the size and nature of claims paid. Because there are 
so few listed stocks of property and casualty insurers in Canada.and so thin a 
market in these equities, the investment community does little research and 
evaluation on general insurance companies. Canada is much worse off than the 
United States in this respect. In addition, little scholarly research is done in 
Canada on insurance subjects. Similarly, few economic and financial journalists 
have shown interest in the subject. 


The Task Force has also concluded that there is a distinct lag in action 
behind recognition. Even after a number of observers pointed in late 1984 and 
early 1985 to incipient hard market conditions, little action was taken by 
insurers, insureds and brokers and agents until late 1985 and early 1986. A 
primary explanation for this lag is the diversity of positions of individual firms 
within the industry, together with a worry about the serious consequences of 
being the first firm to raise prices or retrench. Losing market share and 
incurring the costs of rebuilding market share later are widespread deterrents to 
an individual firm considering increasing prices and reducing availability of 
general insurance early in a cycle. Decision-makers in the insurance industry are 
more often optimistic than pessimistic. When this optimism is combined with 
the time-horizons of the contingent contracts, putting off to tomorrow the 


unwelcome decision to increase price is a seductive alternative. 


Finally, a third time lag draws out the cycle. A significant delay is 
generally experienced between implementation and the decision to change the 
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price and availability of insurance. This delay is explained by the heavy 
dependance on brokers and agents, and by the use of rate manuals as the vehicles 
for pricing contracts. It inevitably takes time for the translation of decisions 
into new pricing and availability guides, and then again for the brokers and 
agents to put those into use. A bank can change its interest rate daily if it 
wishes, but property and casualty insurance companies in Canada work with 
systems that entrench a good deal of inertia. The new rates become effective 
only on renewals and when new business is written. Renewals are scheduled 
throughout any given year. In addition, remittances from brokers and agents to 
insurers are subject to a lag. 


The threefold time lag in responding to the demands of the insurance 
cycle explains in part why the effect of the down-cycle is felt so hard. The 
delay in response manifests itself in a number of ways. First, the recognition 
delay means that the industry does not respond until the situation is poor. When 
sufficient companies have crossed the threshold of prospective -- or actual -- 
serious difficulty the price increases that result are often abrupt and 


disproportionate to the actual situation. 


In addition, reaction to a down-cycle can be exacerbated by the large 
shifts of mood that can accompany any major industry change. The potentially 
disruptive effect of distorted perception from within the industry is heightened 


in insurance because of the much greater role of uncertainty in the business. 


Similarly, because the insurance industry is unable to effectively 
respond internally to down-cycles, it is also unable to control or influence public 
perception -- which, in turn, may exacerbate the problem. For example, when 
the American public became aware of the massive increases in potential 
liabilities associated with asbestosis, the claims made by businesses on their 
insurers escalated by an order of magnitude that was, at the time, unable to be 
accurately specified. Once people became alarmed over these developments, the 
uncertainty that then attached to other related product liabilities and to medical 
malpractice costs was huge and become increasingly difficult to transform into 
insurable risks, because little hard data existed on which to confidently base 
premium rates. Canada has experienced the same sort of concern over 
escalating awards and settlements for liability. And similarly, it has proved 
almost impossible to allay these concerns and expectations because so little hard 


evidence has been gathered and analyzed. 
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The above conclusions are bolstered by comparisons across lines of 
insurance. Where there are large bodies of quantitative experience, long 
histories of good quality industry analysis, clear indications of both micro-level 
and macro-level experience, good records of use of reinsurance, and no massive 
shifts in uncertainty, few surprises are found. Adjustments for the personal lines 
of automobile and property insurance show these characteristics. These lines are 
not completely free of problems, nor from instability -- the open-endedness in 
compensation for bodily injury has inevitably influenced them -- but 
comparatively speaking, the degree of instability is not large. However, when 
one turns to insurance lines characterized by high uncertainty, such as product 
liability, medical malpractice, and environmental and pollution damage, the 
shifts in uncertainty and the paucity of hard evidence have given rise to massive 
instabilities in premiums, availability, adequacy and affordability. 


Proposals for the Amelioration of the Effects of the Insurance Cycle 


The above analysis indicates that the most important factor required to 
improve the efficiency of adjustment within the insurance industry is the 
improvement of the supply and analysis of information about the industry itself. 


Industry data-gathering, information, analysis, research, rating and risk 
management organizations have existed in the fields of property and casualty 
insurance services for a long time. However, they are somewhat inhibited in 
their activities lest they be treated as acting to restrain competition, which is 
illegal under the Combines Investigation Act. The industry associations have 
provided hard evidence and good analysis for a long time on many subjects. 
However, there are gaps that, if filled, would significantly reduce the current 
instability, and would improve the industry ability to respond to ongoing 
structural demands. 


Members of the industry associations have been proprietary regarding 
some crucial elements of information, including awards and settlements, claims 
development, claims reserves and the details of the underpinning to these 
elements. Proprietary restraints have also affected the availability of critical 
industry information on risk retention and reinsurance activities. In neither of 
these broad areas is information on individual companies required; industry data 
with some sub-classifications would suffice. To some extent the paucity of 
information reflects a judgment that the data would not be worth the cost of 
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collection and analysis. In the light of recent experience this appears to be a 
short-sighted view. 


Improved information about awards and settlements, the frequency of 
claims, and the social patterns and costs of the adjudication process are required 
to improve industry management. Improved information would also assist 
market development; the reinsurance. process; law making and regulation; and 
would enable us to demonstrate that Ontario is not "California of the North", and 
thereby placate the mounting public concerns about a legal and compensation 
system grown out of control. 


In addition, more systematic and timely analytical research on the 
performance of the property and casualty insurance sectors is needed. If such 
research is not generated by the investment community, scholars, public affairs 
analysts and empirically minded legal scholars, then more reliance will have to 
be placed on industry associations. Inevitably, however, such research will 
always be tainted as somewhat self-serving. Some independent analysis is 
therefore required. The concerns of the governments responsible for insurance 
matters should extend to include more research. In the opinion of the Task 
Force, an analytical review of the insurance industry by Parliamentary and 


Legislative committees should be at least an annual affair. 


One of the central issues arising out of the stability analysis is whether 
public authorities should have some regulatory power to promote more efficient 
and timely adjustments by the industry of the price and availability of insurance 
services. Presumably, such activity could be carried on by a branch of a 
financial services ministry or agency that is separate from the solvency control 
branch. However, even if a government agency had the information and 
analytical capability to attempt to steer markets to faster and more appropriate 
adjustment, one must first determine whether it should be permitted to do so. 
Who will be responsible if governments push price increases earlier and in larger 
degree than the competitive market is capable of handling? What will be the 
liability of the government if a number of firms get into trouble by following 
government advice or direction? These issues are considered in detail in Part D 


of the Report. 
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Affordability 


An analysis of average family expenditures in Canada indicates that 
personal insurance costs are minor budgetary items (see Table 2). During 1982, 
personal insurance payments made to the property-casualty industry (tenants' 
insurance premiums, homeowners’ insurance premiums, and vehicle insurance 
premiums) accounted for only 2.0% of the family expenditure budget. Other 
insurance-related expenditures include: health insurance premiums (private and 
public), 0.7%; life insurance premiums (including group insurance premiums), 
0.8%; unemployment insurance, 0.9%; and retirement income maintenance, 2.5%. 


Although a relatively minor budgetary expenditure, sharp increases in 
personal insurance premiums have stretched those on tight budgets and created 
uncertainties in the budgeting process. A similar conclusion can be drawn for 
municipalities and hospitals faced with large premium increases. The exception 
in these situations is the unavailability of coverage in certain cases and the 


consequent resorting to reciprocal insurance arrangements. 
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TABLE 2 
Average diture in Canada, 1978 and 1982 
All Families and Unattached Individuals 


Per Cent of 
Dollars Total Expenditure 
1978 19382 19738 1982 
Food 3,188.5 13.1 16.8 1 Des 
Shelter 3,060.7 4,742.0 16.1 P/n 
Tenants’ insurance premiums - 3.0 ° 0.0 0.1 
Premiums for insurance on home 65.4 146.2 0.3 0.5 
Household Operation 782.0 Lik 7 Jamek 4.1 4.3 
Household Furnishings and Equipment 868.4 972.0 4.6 3.6 
Clothing 1,298.7 1,650.6 6.8 6.1 
Personal Care 312.6 490.3 1.6 1.8 
Medical and Health Care 368.1 522.2 b9 1.9 
Health insurance premiums 142.4 190.0 0.7 0.7 
Tobacco and Alcoholic Beverages 613.6 892.2 3.2 3.3 
Transportation 2,425.6 3,270.6 | Wars nn | 
Vehicle insurance premiums 241.3 382.3 1.3 1.4 
Recreation 947.7 1,261.4 5.0 4.7 
Reading 108.1 157.9 0.6 0.6 
Education 1203 183.3 0.6 Ces. 
Miscellaneous 461.9 796.5 2.4 2.9 
Total Current Consumption 14,557.2 20,252.38 76.5 74.3 
Personal Taxes, Security and Gifts 4,476.6 6,309.4 2360 ZIee 
Life insurance premiums 175.5 220.0 0.9 0.3 
including group 
Annuity contracts 27.5 33.1 0.1 0.1 
Unemployment insurance payments 163.3 254.0 0.9 0.9 
Retirement and Pension Fund payments 825.4 649.7 2.2 2.4 
TOTAL EXPENDITURE 19,033.7 27 , 062.3 100.0 100.0 
Note: Details may not add due to rounding. 


Source: Statistics Canada, Family Expenditure in Canada, Cat. No. 62-551 and 62-555, 
Occasional Percentage Calculations by the Economics Practice, Coopers & 
Lybrand. 
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Macro-Analysis: Conclusion 


Although the overall profitability of the property-casualty insurers is 
more unstable from year to year than that of other financial services, partly as a 
consequence of the insurance cycle, the overall financial record is fairly strong. 
The average rate of return on equity during the period 1979-1984 for the industry 
as a whole is 9.3%. The property-casualty industry in Canada is one of the best 
Capitalized industries in the economy. Over the past 15 years, equity held in the 
industry has grown at an annual compound rate of 11.2%, from $958 million in: 
1970 to $5.7 billion during the third quarter of 1985. (See Appendix 7.) An 
examination of the composition of the equity reveals that retained earnings and 
head office accounts (a measure of the initial seed capital and retained earnings 
attributable to Canadian branches of foreign companies) are the major items. 


In view of the instability of profits, one might have expected that the 
average rate of return on equity in the property casualty insurance industry 
would have to be slightly higher than the Canadian average, to compensate for 
the risk and variability. However, the average appears to be slightly below some 
obvious alternatives such as banks and trust and loan companies. The high 
retention rate of profit in the industry and the strong growth in equity point to 
the underlying strength of the industry. There are no signs of major capital 
withdrawals, so that can be ruled out as an element in the insurance crisis. 
Indeed, from an overall point of view, the capacity of the industry to supply 
insurance is far from being strained. Why then are insurance services sometimes 


unavailable or prohibitively expensive? 


The macro-analysis highlights two contributory reasons. The first being 
the long-term instability created by the over-reliance on investment income. 
The second is the problem of slow industry response to the ongoing cyclical and 
external changes that impact on the industry. A more complete answer, 


however, is provided from a micro-analysis perspective. 


Insurance Cycle: Micro-View 


The nature of the current problems begin to emerge when a more micro 
approach is taken, wherein the trends and cycles for particular lines of insurance 
are examined along with the problems of particular groups of insurers facing 
particular kinds of risks. 
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General liability insurance accounts for about 5% of the premiums of 
the property and casualty insurance industry, but for about "half" the problems. 
It is the locus of the worst deterioration of loss ratios. Liability lines are where 


the sharpest increases in claims reserves have occurred in recent years. 


In general liability insurance whole classes of insureds have faced 
premium increases of 50%, 100% and occasionally 500% along with coincident 
reductions of coverage. However, for automobile insurance, which accounts for 
more than 45% of the total premium dollars, and for property insurance, which 
makes up about 40%, no massive general problems have arisen in the cycle. 


Table 3 has been supplied by the Insurance Bureau of Canada. For 
property insurance, loss ratios in 1985 have increased a little from the 1933 and 
1984 levels, but they are not above the average for the last six years. The loss 
ratios for automobiles have deteriorated somewhat more lately and are slightly 
above the six-year average. The losses are not acceptable from a long-term 
point of view, but massive increases in premium rates are not required to bring 
about an acceptable balance. Thus, for at least 85% of insurance services to the 
public, no major price or availability problem arises. The level of and 


deterioration in loss ratios in liability insurance are startling by comparison. 


These views of the issues are sharpened by Charts 3 and 4 Chart 3 
shows the recent trends in insurance experience for private passenger third-party 
liability. This is the coverage by which a person's insurer pays for bodily injury 
and property damage to other people arising from automobile accidents. 
Average premiums for third-party liability have lagged increases in the 
Consumer Price Index (CPI), the Insurance Advisory Organization (IAO) 
recommended rate, and claims losses. The IAO data also shows that after 
adjustment for inflation, the average premium for third-party liability 


experienced a cumulative decline of 11.2% over the six years. 


In the paper prepared by Coopers & Lybrand, a general liability rate 
index has been set out. That experience suggests that earned premiums are 
significantly inadequate to cover losses and have lagged increases in the CPI by a 
substantial margin. After adjustment for inflation, earned premiums have 
experienced a cumulative decline by 1984 of 28.9% over the six-year period, 
reflecting competitive pricing practices. 
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CHART 3 


PRIVATE PASSENGER AUTO RATE INOEX (1979=14.00) 
THIRD PARTY LIABILITY 
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Source: Insurers’ Advisory Organization of Canada and Statistics Canada, 
Consumer Prices and Price Indexes, Cat. No. 62-010. 


CHART 4 


GENERAL LIABILITY RATE INDEX 
(1979=1 .00) | 
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Source: Insurers' Advisory Organization of Canada and Statistics Canada, 
Consumer Prices and Price Indexes, Cat. No. 62-010. 
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IV CONCLUSION 


The analysis in Part A has been complicated by the tangled interaction 
of the various structural, cyclical and transitory, random economic forces 
together with the fundamental technological, social and legal changes that all 
affect the current insurance industry. In unravelling this skein, the Task Force 
has reached the following conclusions: 


First, the heavy concentration of problems in the general liability 
insurance lines is an unusual feature of this cycle. It has been argued here, and 
will be argued more fully in Part B, that the general liability area has been the 
most severely hit by the fundamental structural changes in technology, in 
societal values and in the practice of civil law that we are currently 
experiencing. It is therefore on this area of insurance that the Task Force has 


focussed much of its attention. 


Second, a number of longer-term trends have significantly influenced 
various aspects of risk and insurance and compensation. Thus, although there is 
no general crisis of price or availability of personal automobile insurance in 
Ontario, there are clear indications of a trend of increase in the real cost of 
claims for bodily injury, together with indications of a trend towards a more 
litigious approach to such claims. These trends have little to do with the 
insurance cycle, but they have become more visible as the trough of the shift to 


a hard market has approached. 


Third, there are always more difficult and less profitable risks to insure 
within any given pool, even in sectors such as property insurance or personal 
automobile insurance. When a hard market appears, the retrenchment nearly 
always falls more heavily on the more difficult risks within any pool. Many 
problem areas therefore appear as a by-product of the cycle. Easing those 
problems will not reverse the cycle. However, neither will a reversal of the 


cycle correct all the problem areas. 


Fourth, even though some of the fundamental structural changes are 
neither a cause nor an effect of the insurance cycle, the mood of retrenchment 
in a "hard" market situation inhibits the bold new long-term commitments that 
may be essential to resolve those fundamental problems. 
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The analytical focus of the Task Force was based on four sets of 
questions designed to provide a greater insight into the causes and effects of and 
possible solutions to the current insurance crisis. The analysis in Part A permits 


us now to answer these questions: 


Li While many industries are characterized by cyclical changes in 
supply and capacity, why is the instability in the general insurance 
industry so high? 


The explanation for the unusual degree of instability in the insurance 
industry is twofold. In part, it is due to the highly fragmented nature of the 
industry. Entry and exit have been all too easy, and the supply of insurance has 
been volatile and elastic. In part, the instability is due to the unique contingent 
quality of the insurance product itself. More specifically, the increasing 
uncertainty surrounding the nature and extent of the liability risks to be insured 
is making it virtually impossible for insurers to price many products with a 
reasonable degree of predictability. When the situation reaches the point that 
insurers feel that they are forced to assume the risk rather than simply pool it, 
the understandable response is to withdraw or substantially reduce capacity. 


Given that markets with high degrees of instability are prima facie 
poorly functioning, changes are clearly required in the insurance industry. The 
Task Force has considered two basic areas of change. 


The first is designed to reduce the excessive structural fragmentation 
in the industry. This could be accomplished indirectly through increases in the 
barriers to entry, such as initial capital requirements. This and other suggestions 


are developed in Part D. 


The second proposed change is designed to reduce the uncertainty 
surrounding the particularly problematic general liability risks, especially as they 
relate to personal injury compensation. This is discussed in Parts B and C. 
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Ze If the property and casualty insurance industry is as effectively 
competitive as most scholars and business persons believe, what 
explains the observation that, in the current hard market, the 
prices of some kinds of insurance services appear to have 
increased much more than the record of average cost increases? 


This question focuses on the apparently excessive increases in premiums 
in relation to claims paid out. More specifically, it addresses the question posed 
by so many organizations to the Task Force about why insurance premiums have 
increased in one year by over 100% (300%, 500%) when the record of claims has 
involved small payouts compared with the premiums. The explanation is again 
related to the extreme difficulty in evaluating so many liability risks, and in 
anticipating judicial developments in respect of both the parameters of liability 
and the quantum of damages. It does seem clear, however, that there is an 
element of overreaction to this situation on the part of the industry. This can 
certainly be moderated somewhat by an improvement in data bases and by 
enhancing the availability of accurate underwriting information and of the 
precise record of experience for particular risks. In addition, the insurance 
industry must also simply improve its underwriting skills and become more adept 


in interpreting and analyzing the available information. 


3. How can the assertions that 1984 and 1985 were years of large 
loss ratios for property and casualty insurance companies be 
reconciled with the evidence of increased prices of listed shares 
of such companies and with reports of high prices of acquisitions 
of other companies? 


The explanation for this question is fairly clear. It appears that 
potential buyers of insurance company stocks or of insurance companies saw in 
1985 and early 1986 that premium increase decisions were made that, they 
believed, would lead to rapid increases in premium incomes during the next two 
or three years. Substantial investment was predicated on the expectation that 
those increases would exceed the increases in claims incurred. The combination 
of that expectation and the general bull market in listed stocks have interacted 
to produce large increases in the prices of insurance stocks. The paradox may be 
that the combination of increased premium rates and reduced availability of 
insurance may make the insurance industry much more profitable, precisely at 
the time when it is coping with fundamental social transformations in the 
demand for insurance less successfully. 
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It remains to be seen, however, whether these investors have 


sufficiently appreciated the unique character of the current cycle. 


4, If, as appears to be the case, fundamental structural changes 
affecting insurance have been underway for many years, why have 
they only been recognized now? 


This question relates to the failure of the industry to recognize and to 
adapt sufficiently to the fundamental underlying structural changes that have so 
profoundly altered the current risk environment. The explanation lies in a 
combination of a number of factors. In part, the failure to respond -- is due to 
the paucity of comprehensive data analysis of both the current risk environment 
and the benefit of structural change. 


In addition, it appears that the current distribution system involving 
insurers, brokers and agents, has prevented adequate linkage between the 
insureds and insurers. The industry has also been slow to adopt technological 
changes that would enhance this link. Proposals to implement changes in the 
distribution system are set out in Parts C and D, and should assist in improving 


the responsiveness of the system. 


Above all, however, the failure to respond is due to the inherent inertia 
of the current insurance system that inevitably precludes consideration of the 
sort of comprehensive systemic reforms that appear necessary to resolve the 
current insurance crisis. It is anticipated that the recommendations contained in 
this report will assist in dispelling this inertia. Moreover, as new financial 
conglomerates expand into the general insurance industry with more innovative 
products and services, one can expect to see an acceleration in the pace of 
change. 
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PART B 
THE CRISIS IN LIABILITY INSURANCE 


There is no doubt that the current insurance crunch is dominated by a 
Crisis in liability insurance. As noted above, the causes of this crisis are difficult 
to discern but relate primarily to the extreme uncertainty associated with "long- 
tail" risks. The insurer's exposure may extend for many years beyond the time 
when the insured occurrence took place, and systemic socio-legal and economic 
changes are constantly shifting the parameters of liability and quantum of 
damage. This uncertainty has made it impossible for insurers to price the 
various types of risks and has led directly to the severe problems in availability, 


adequacy and affordability of liability insurance coverage. 


This Part will first address the nature and extent of the liability crisis. 
Next, the variety of responses to the crisis that have emerged on the part of 
both insurers and insureds will be discussed. Proposals for reforms will then be 
put forward that are designed to enhance capacity in the more intractable areas 
where the availability, affordability and adequacy of liability insurance is 


particularly problematic. 


A third section will then review and assess the case for tort reforms. 
Finally, the concluding section will address the need for a fundamentally 


different approach to accident compensation. 


I THE NATURE AND EXTENT OF THE LIABILITY INSURANCE CRISIS 


Background 


Liability insurance is the particular type of insurance that has been 
most affected by the "hard" market. While there are different liability insurance 
products, the problems are common to each, whether third-party liability 
coverage under a commercial vehicle insurance policy or various coverages under 
a commercial general liability insurance policy. Product manufacturers, 
municipalities, tavern owners, hotels, hospitals, volunteer groups, contractors, 


truckers, bus operators and newspapers are all exposed to the risk of claims 
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being brought against them for injuries or damages. The purpose of liability 


insurance is to protect the insured against many of these risks. 


General liability insurance represents approximately 5% of the 
premiums written by the general industry in Canada, but has generated a 
disproportionate portion of underwriting losses (some 8.8%). It is all too clear 
that liability insurance problems are the critical, dominant element of the 
current crisis and must therefore be addressed on a priority basis. The problems 


are not just transitory; many entail enduring structural changes. 


It is clear to the Task Force that the origin of the crisis lies in the 
extreme uncertainty that is now associated with underwriting certain liability 
risks. As insurers often point out, their role is to spread risks, not assume them, 
--a role that cannot be fulfilled without at least a minimum degree of 
predictability. This unacceptable degree of uncertainty is generated by a 
number of structural sources, which have impacted most strongly on the United 


States but have also affected Canada: 


(1) The increasing incidence of product liability lawsuits as more 
complex and potentially hazardous products enter the market. 


(2) The unknown and long-tail nature of many existing environmental 
risks and hazards generated by a more complex, technologically 
advanced society. 


(3) The seemingly open-ended and unpredictable court awards and 
settlements in the United States, particularly for product and 
professional liability suits-- a trend that insurers expect 
inevitably to take root in Canada. This applies both to the extent 
of coverage under an insurance policy as the courts expand the 
scope of liability to permit compensation effectively on a no-fault 
basis, and to the quantum of damages. 


(4) The increasing transactions costs associated with the return of 
the premium dollar to the consumer in the form of claims paid. 
This applies especially to legal defence costs in connection with 
the escalating numbers of court awards and settlement referred 
to in (3). 


(5) The increased propensity of consumers to litigate and the trend 
toward the so-called "risk-free" society. 


(6) The failure of risk management and risk control and reduction 
techniques to keep pace with advancing technologies, more 
complex products and heightened consumer consciousness and 
expectations. 
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There are, of course, also cyclical features to the liability insurance crisis. To 
understand these, a brief sketch of the structure of the relevant segment of the 
property and casualty insurance industry is required, together with a description 


of its performance in response to recent internal and external pressures. 


Only a few of the many insurers in Ontario have been in a position to 
handle specialty classes of insureds such as municipalities, professionals, 
hospitals, buses and long-haul truckers. These insurers tend to be the smaller 
insurers and, owing to the relatively small premium volume in specialty liability 
lines, are required to spread the risk throughout the world-wide reinsurance 


market. 


But during the heady period of rising interest rates in the early 1980s, 
many of these insurers became dangerously over-reliant on this reinsurance, and 
engaged in destructive cash flow underwriting, using investment gains to offset 
underwriting losses, in order to maximize market share. The adverse 
consequences of this were not immediately recognized since insureds of all types 
appeared to benefit from reductions in insurance premiums to unusually low 


levels. 


But by 1982, interest rates began to fall and investment income to 
decline. At the same time claims were rising in both frequency and size, and 
liability settlements in the United States in particular were increasing 
dramatically far beyond those anticipated when the prices for earlier years had 
been set. In Canada, the loss ratio on liability insurance was over 100% in 1984 
and almost 100% in 1985. 


Into this rather unstable environment were injected a series of 
unanticipated international catastrophes such as Bhopal, earthquakes and the 
hijack of the Achille Lauro. In addition, huge United States court awards and 
product liability exposure in the asbestosis cases increased claims exponentially 
and cut deeply into reserves. Other major product liability cases also emerged. 
These developments accelerated in 1984-1985, culminating in the sudden 
contraction of reinsurance with the expiry of reinsurance treaties on December 
31, 1985 -- something that had an immediate and negative impact in almost all 
areas with the possible exception of personal property insurance coverage, which 
has only a small liability component. It has been estimated that overall 


reinsurance supply dropped by some 50% to 60%. 
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With the collapse and withdrawal of many offshore reinsurers and the 
insolvencies of no fewer than five active domestic insurers, the liability market 
has now shrunk dramatically. Moreover, specialty lines are always the first to 
feel the effect of the cycle. Most reinsurance treaties are renewed at year end 
and coincide with the policy renewal time for many organizations. At the end of 
the calendar year 1985, the restrictions and high cost of reinsurance drove the 
cost of insurance up dramatically for those who were able to find an insurer 
willing to provide a market. Insurers took steps to reverse the excessive price 
reductions in liability insurance that had occurred during the soft market, with 
the result that, for example, a premium increase of 500% was required to offset 
a prior premium reduction of 80%. The correction process is now underway and 


is probably a first step in bringing stability back to the market. 


To acknowledge that premiums may have been unrealistically low in 
recent years is not in any way meant to condone the dramatic swings in premium 
levels, nor to justify the means by which the cyclical correction is being 
undertaken. As noted earlier, from the perspective of the insured, any market 
that gives rise to such swings is unacceptable, and the many cases of negligible 
notice of non-renewal of coverage or huge increases in premiums have caused 
widespread public outrage. While the cyclical features of this crisis may 
eventually work themselves out and premium levels may stabilize, action is 
certainly required to prevent any repetition of the more egregious developments. 
Certain recommendations will be put forward in this regard in Part D dealing 


with the role of government. 


Having set out the fundamental nature of the structural and cyclical 
sources of the current liability insurance crisis, it is useful to turn to an 
examination of the immediate problems of availability, adequacy and 


affordability, and their impact on a wide variety of insureds. 


Problems of Cost, Adequacy and Availability: Impact on Specific Insureds 


In general, insureds are concerned with increased costs, higher 
deductibles, lower limits, cancellations, restrictive coverage and overall 
availability of liability insurance. For their part, insurers want a price that 


covers their anticipated claims and costs, more realistic deductibles and limits, 
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and greater certainty in assessing risk. Higher claims and settlements both in 
and out of court, capacity shortages in the primary and reinsurance markets, 
price competition in the past, lower investment returns, the risk-free 
expectations of society and liberal interpretation of policy coverage by the 


courts have all contributed to the present situation. 


At the present time, it appears that most entities can obtain liability 
insurance coverage, although this may require unusual effort. In many cases, the 
problem is not availability but acceptance of the cost. Insureds that paid a few 
thousand dollars for a million dollars of coverage in the past when competition 
for market share led to unrealistically low premiums did not, or could not, easily 
adjust overnight to much higher premiums. For example, an increase in the 
annual premium from $3,000 to $18,000 is clearly difficult to accept, even 


though the reasons behind the increase may turn out to be entirely justifiable. 


Availability of liability insurance is, however, a definite problem for 
specific entities. These include many small and medium-sized businesses and 
many non-profit organizations. Other entities have obtained liability insurance 
for most risks but have been left facing significant exposures with respect to 
sub-risks such as pollution and environmental damage. These problems have been 
partially alleviated in the short term by pools set up with the encouragement of 
the Province of Ontario and the co-operation of the insurance industry. For 
example, an association of insurance companies was formed in Ontario to provide 
liability insurance to small businesses and non-profit organizations that could not 
otherwise obtain coverage. An earlier pool was formed to provide coverage for 
pollution risks and risks arising under the "Spills Bill". Special steps have also 
been taken to extend the Facility Association activities to provide insurance to 
trucking companies caught by the difficulties of the United Canada Insurance 
Company and to provide the additional coverage required by those travelling to 
the United States. 


These steps have undoubtedly been somewhat helpful in the shorter 
term and demonstrate that the parties involved can work together in resolving 
problems. In the longer term, however, more will have to be done since it is 
unlikely that the soft markets of the past will return in the near future with 
respect to liability insurance. More importantly, as already noted, the liability 
insurance crisis reflects fundamental structural, as opposed to merely cyclical, 


changes. These require special attention. 
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It would be useful at this point to set out a somewhat more detailed 
description of the impact of the crisis on specific insureds who, in the Task 
Force's view, will require special attention from the government in overcoming 
the cost and capacity problems. This will then permit a more meaningful 
assessment of the responses to the crisis and proposals for change set out in the 


next section. 


Manufacturers 


Manufacturers in Ontario have faced significant increases in premiums 
for liability insurance. Many smaller companies were unable to obtain liability 
insurance before the Ontario Liability Insurers' pool was formed. What liability 
insurance has been obtained has generally contained higher deductibles and less 


overall coverage. 


A special Canadian Manufacturers' Association survey of members 
indicated that nearly half of their respondents experienced a doubling of their 
liability insurance premiums for 1986 and a reduction in coverage. In addition, 
30% of the respondents stated that their insurance coverage is inadequate to 
cover their operations. Finally, substantial premium increases of some 600% to 
800% are not uncommon. Particular problems relate to product liability 
insurance on exports to the United States and to coverage for environmental 


impairment and sudden and accidental pollution. 
Exporters to the United States 


Product liability insurance for exports to the United States can be very 
costly and coverage can be very restrictive. Availability at any price is a major 
concern. Moreover, many exporters must provide evidence of liability insurance 
before goods are accepted in the United States. It is interesting to note that 
similar problems are encountered by exporters from such places as the United 


Kingdom, Japan and Europe. 


Given that more than half of Ontario's gross provincial product is 
derived from exports of goods and services to the United States, mainly by small 


and medium-sized businesses, it is clearly of critical importance to ensure access 
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to adequate and affordable insurance in order not to restrain exporting activity. 
As noted later, this is likely to require careful assistance from governments, 
with a view to avoiding any semblance of subsidization that would invite 


countervailing action in the United States. 
Day Care Centres and Similar Facilities 


The problems in respect of these insureds appear to have originated in 
the United States with allegations of injuries from poor-quality care and of child 
and sexual abuse. Insurers now consider these facilities to be vulnerable, and the 
market has retracted notwithstanding the fact that Canada has no experience of 
liability claims for child abuse in day care centres. Policies may now 


specifically exclude claims for damages for such abuses. 


In Ontario, the Day Nurseries Act requires each day nursery or private- 
home day care agency to maintain in force a comprehensive general liability 
policy. Many day care centres have been forced to resort to the Ontario 


Liability Insurance pool in order to continue in business. 
Truckers 


Problems in the trucking industry were widely publicized during the 
United Canada crisis. Truckers have traditionally been underwritten by a few 
specialist companies (one of which was United Canada), and few other 
underwriters had the experience or interest to step in to fill the gap. The 
insurance industry responded quickly by opening up the Facility Association to 
commercial vehicles (including trucking into the United States) and by providing 
higher limits ($5 million U.S.) where required. Despite this step, truckers are 
finding that the current insurance market is very tough and expensive and that 
there is little adequate coverage available. Particular problems are associated 
with liability insurance for environmental impairment and sudden and accidental 


pollution. 
Bus and Transit Operators 


Bus and transit operators were also hit hard by the tight market. Very 


substantial premium increases, in some cases ranging from 1,000% to 2,000%, 
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and reduced coverage were commonplace. School bus operators in particular 
have little ability to absorb the additional cost, and the ultimate burden will 


inevitably fall on school boards and municipalities. 
Municipalities and School Boards 


Liability insurance problems affecting municipalities and school boards 
are particularly severe. Threatened cancellations of recreational activities, 
stories of municipalities and school boards going "bare" have been common. 
Given the implications to the Province of Ontario, it is assumed that the 
government has provided, and will continue to provide, direction and assistance 
to municipalities and school boards. As discussed later in this Part, reciprocal 
and inter-insurance exchange arrangements inay offer a longer-term solution. In 
addition, the interim report of the Municipal Insurance Advisory Committee 
provides a valuable analysis of the problems and possible directions for change. 
The recommendations are summarized in Appendix 18 under "Municipalities". 


The final report is expected in September. 
Professionals 


Professionals such as architects, engineers, doctors, nurses and 
chartered accountants are also encountering severe problems in obtaining 
liability insurance or are facing premium hikes, some as much as several hundred 
per cent. The particular difficulties of professionals and the proposals for 
reform are succinctly set out in a special paper prepared for the Task Force that 


is attached herewith as Appendix 10. 
Directors and Officers 


Adequate liability insurance for directors and officers (D&O) is 
virtually unavailable. It seems that there are currently only two main sources of 
D&O insurance left in North America: American International Group in New 
York and Encon Insurance Managers Inc. in Ottawa. One firm with no claims 
history had its liability limit cut from $75 million to $15 million over two years 
and its premiums raised from $60,000 to $650,000. In March, it was reported 
that two directors of a petroleum company in Calgary who were based in the 
United States resigned, citing a lack of coverage. For $5,000 to $6,000 in 


directors' fees, continuation of service was simply not worth the risk. 
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Volunteer and Charitable Organizations, Sports and Recreation Groups 


Volunteer and charitable organizations such as the St. John Ambulance 
and the Red Cross have faced dramatic premium increases or indeed instances of 
total non-availability of liability insurance for their volunteers. Eventually they 
found limited coverage for their volunteers but at premium levels several 


hundred percent higher than for the preceding year. 


Liability insurance costs for sports and recreational groups have risen 
from 150% to 900% for both provincial and community-based organizations. A 
survey conducted by the Ontario Sports Medicine and Advisory Board determined 
that more than 55% of the municipalities surveyed no longer provide liability 
coverage for community groups using public facilities. Reports of activities 


being terminated by reason of lack of insurance have been common. 


Insurers point to high court awards in the United States and to the high 
legal cost of defending even frivolous claims, while the insureds argue that the 
increase in premium rates and the reduction of coverage have no apparent 
relationship to the history of the claims against the insured. For example, the 
number of claims filed against provincial sport and recreation organizations over 
the last three years appears to be less than 10, with an average settlement of 
less than $1,000. Unfortunately, however, two recent claims have initially been 
listed at $3.9 million and $1 million respectively -- something that insurers 
obviously consider in establishing the new premium levels, even if the claims are 


not ultimately successful. 
Hospitals 


Hospitals face a 362% increase in the basic cost of liability insurance in 
1985-1986. The percentage of the total provincial hospital operating budget 
spent on liability insurance premiums increased from 0.093% or $3.5 million in 
1983-1984, to an estimated 0.947% or $41 million in 1985-1986. Increasing 
litigation is obviously a significant factor in the problems of cost and 
availability. Statistics compiled in respect of doctors are useful in this area. 
The number of doctors involved in litigation in Canada has increased from 516 in 
1982 to 1,266 in 1984 and to over 1,500 in 1985, and in Canada the total amount 
paid out by the Canadian Medical Protective Association, which insures over 85% 
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of doctors, rose from $5.96 million in 1982 to $13.78 million in 1984. Most of 
these malpractice suits involve both the physician or surgeon and the hospital in 
which the medical act occurred (and often involve complex issues of the 


allocation of responsibility between the hospital and the doctors). 


The availability of liability insurance for hospitals is now severely 
limited, and there is no longer a truly competitive market. Only two major 
insurers remain: Scottish & York, the insurers of the Ontario Hospital 
Association's Comprehensive Insurance Program (CIP); and the Guarantee 
Company of North America, through its brokers, Frank Cowan Company of 
Princeton, Ontario. As of March 1986, 130 public hospitals out of a total of 350 
hospitals and allied health institutions in Ontario (60%) obtained their insurance, 
including liability insurance, through the CIP. In the current volatile market, the 
continued provision of coverage is not certain, and the shift to claims-made 


policies from the occurrences form is likely to take place. 
Hospitality and Tourism 


All submissions received from associations in the hospitality and 
tourism industry stressed a problem with cancellations and non-renewals as well 
as with significant increases in premiums and deductibles. In particular, it was 
requested that the Insurance Act (Ontario) be amended to require 90 days' 


written notice to the insured if the insurer intends to: 


fe) cancel a property or casualty insurance policy; 
fe) not renew a policy; or 
fe) raise the premium or increase the deductible. 


It was further requested that a notice to raise premiums or deductibles state the 


amount of the increase. 


Taverns 


Increased public concern over drinking and driving in the United States 
as well as in Canada has shifted greater responsibility to the tavern owners and 
created higher exposure. The increasing frequency and severity of judgments 
against establishments serving alcoholic beverages have resulted in substantial 
premium increases, lower deductibles and availability problems. While the 


situation in Canada is not yet as severe as in the United States, the same trend 
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toward expanding the scope of liability for third-party injury imposed on tavern 


owners is very clear. 


Il RESPONSES TO THE CRISIS AND PROPOSALS FOR REFORM 


Responses by Insurers 


The primary way in which the industry has addressed the liability 
insurance crisis is through reductions in coverage, increased premiums, and in 
some cases the total withdrawal from underwriting in certain areas. This will be 
discussed with specific reference to claims-made policies, environmental 
impairment and pollution exclusions, and the treatment of legal defence costs 


within policy limits. 
Claims-Made Policies 


Perhaps the most important change in the way liability risks are insured 
is the development of new commercial policy form -- the claims-made policy. 
Comprehensive general liability insurance, including product liability coverage, 
has traditionally been written on an occurrence basis. The fundamental 
difference between the occurrence form and the claims-made form is the event 
that triggers policy coverage. In the occurrence form, an occurrence in the 
policy period resulting in damages covered by the policy triggers the policy 
coverage, whether or not a claim is filed during the policy period. The key date 
is the date of the occurrence rather than the date of making the claim. In the 
pure claims-made form, the key date is the date that the claim is first made. If 


the claim is made in the policy period, coverage is triggered. 


From the viewpoint of the insured, the occurrence form is generally 
preferable, since the liability for presently unknown occurrences causing injury 
or damage will be subject to the policy in effect at that time, even if not 
discovered for many years in the future. The potential for a gap in insurance 
coverage is therefore minimal, assuming an insurance policy in the occurrence 
form is in force at all times. One potential problem, of course, is the possibility 
that the policy limits in effect at the time of the occurrence may prove to be 


insufficient many years later when the claim is ultimately settled. 
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The major impetus for the change to the claims-made form was the 
liability for illnesses with a long latency period or long discovery period and 
Originating from exposure to toxins, drugs or other products, notably 
diethylstilbestrol (DES) taken during pregnancy, asbestos, etc. It took many 
years for the deadly effects of asbestosis to manifest themselves, and it took 
many years before the bodily injury arising in children of women who had taken 
DES was linked to DES. To provide an extreme example, exposure to asbestos 
dust in shipyards in 1944 has been judged to be the occurrence that appeared as 
cancer in the early 1970s and that then gave rise to claims against a company 


and the insurance contract that was operative in 1944. 


According to insurers, the occurrence form for the CGL policy places a 
significant burden on the insurer to price the policy today without knowing the 
circumstances that will apply when the policy is triggered in the future. What 
vbroduct-induced diseases will surface many years from now, especially since 
major scientific and technological advances are leading to the development of 
many new complex products and processes that may have significant health- 
related repercussions in the future? How will the the courts interpret the policy 
at that time? The courts, particularly in the United States, are continually 
redefining and expanding the meaning of "occurrence", with the result that 
insurers are exposed to losses never contemplated at the time the premium was 
set. For example, with respect of the asbestosis claims in the United States, 
"bodily injury" has been interpreted to mean any part of the single injurious 
process that asbestos-related diseases entail. Hence there is more than one 
trigger and more than one policy applying to the same claim, thereby permitting 
the policy holder to select at will any of the insurers involved over the years to 


defend its claims and compensate for damages. 


The insurance industry asserts that one of the primary purposes of the 
claims-made form is to ensure that only one policy and one limit apply to a 
single loss -- the policy in effect at the time that the claim is made. In its 
submission to the Task Force, the Insurance Bureau of Canada has noted that 
"the introduction of a claims-made version of the CGL allows for precision in 
determining the coverage period, avoids the stacking of limits and policies that 
now occurs and avoids costly litigation over policy application". Under a claims- 
made policy, an insured must inform the insurer as soon as possible after an 


incident has occurred. But this does not yet trigger the responsibility of the 
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insurer. This occurs later, when a full claim is formally and legally registered. 
This gives rise to the problem of "tail" coverage. For example, consider an 
insurance contract for the calendar year 1986: an incident occurs in late 
November and the insurer is notified by the end of November. But the 
preparation and registry of a claim may take some months. In what period of 
time can claims be made against the 1986 insurance contract? On what terms 


will 1987 insurance contracts be available? 


The details of the various forms of claims-made policies that are 
currently in use or entering into use in both the United States and Canada are set 
out in a useful paper prepared for the Task Force on Insurance by the consulting 
firm of Woods, Gordon. The Task Force expects the paper to be of interest to a 
wide range of insurers and insureds. It would be useful at this point to highlight 
the problems arising in respect of the claims-made policy, and the ways in which 


these may be addressed. 


To begin with, the Task Force acknowledges that in many ways the 
public must accept the need to change to the claims-made policy if insurers are 
to continue to write liability insurance and survive over the longer term. But 
many legitimate concerns have been raised with respect to the new form that 


must be addressed by both the insurance industry and the regulators. 


The two major problems with the claims-made form can be summarized 


as follows: 


(1) possible absence of insurance coverage due to gaps in time, 
restrictive coverage or inadequate aggregate limits; and 


(2) pricing and obtaining "tail" coverage. 
These two problems arise due to certain provisions in the "standard" 
claims-made policy form, and, in particular: 

fe) the coverage trigger; 

fe) the retroactive date: for example if the retroactive date is 
advanced, a gap in coverage will exist between the date of the 
last occurrence policy and the new retroactive date; 

fe) the sufficiency of automatic tail coverage: the IBC recommends 


only a 60-day minimum period within which an insurer is 
prevented from cancelling a policy after an incident that might 
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cause a Claim is reported, but before the actual claim is 
registered (the automatic tail has two parts -- the mini-tail to 
allow late reporting of an incident or claim and a longer tail to 
provide coverage (and prevent cancellation) for the anticipated 
losses from known incidents reported to the insurer.) 


the sufficiency and cost of the supplemental tail coverage that 
applies to incidents reported to the insurer more than 60 days 
after the expiration of the policy and claims filed more than five 
years after the expiration date for incidents reported within 60 
days (i.e., those falling outside the automatic tail). Concern has 
been expressed that the standard premium for the supplemental 
tail will be 200% and will include the full premium for the policy 
rather than the appropriate portion of the premium for the 
coverage to which the endorsement applies (e.g., bodily injury); 


laser endorsements: the IBC standard claims-made policy 
includes endorsements that restrict coverage rather than expand 
it, with a view to providing greater flexibility with respect to the 
definition of insurance needs at a more efficient premium cost. 
But there is a danger that an uninformed insured will not be aware 
of the implications of the endorsement and that the insurer will 
force them on the insured, thereby giving rise to gaps in coverage 
and the need to purchase tail coverage for a product or incident, 
or simply "going bare" for that liability. 


In addition to the foregoing, concerns of a general nature relate to the 


fact that the claims-made form is far more complex and requires much greater 


knowledge on the part of the insured. This is particularly important since, in 


effect, the insurer is shifting part of the underwriting risk to the insured by 


requiring the insured to define coverage needs more precisely. Three general 


concerns can be singled out: 


lack of knowledge on the part of both insureds and brokers, 
leading to a lack of appropriate coverage and protection. 


greater opportunity for insurers to restrict coverage; and 


blanket use of claims-made forms in all cases even if not 
warranted by the nature of the risk. 


To address these concerns, the Task Force recommends that: 


B.1 


The industry should take immediate steps to ensure clear and 
timely explanations of the scope and application of the claims- 
made policy are provided to insureds directly, and through brokers 
and agents. 


In this connection, it must be noted that the Insurance Bureau of 


Canada has already organized seminars, information briefings and so forth. But 


given the severe communications problems between insured and broker and 
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between broker and insurer arising from the current distribution system 
mentioned above, the Task Force believes that the education effort in this area 


must be greatly enhanced. 


The Task Force also recommends that: 


B.2 The Superintendent of Insurance should be accorded wider powers 
of regulation in respect of the approval of commercial general 
liability policy forms, with a view to imposing minimum standards 
and to preventing potential abuse of the claims-made form by 
insurers. 


B.3 The Government of Ontario should undertake a review of all 
statutes requiring minimum commercial general liability 
insurance coverage to determine if any additional provisions are 
required in the case of a claims-made policy form, such as 
mandatory tail coverage. 


This should involve the introduction of "statutory conditions" in the 
Insurance Act to deal specifically with the claims-made policy form. Such 
conditions should set out, for example, the circumstances in which the 
retroactive date can be advanced or tail coverage applied. In addition, the Task 
Force is concerned about the apparent trend to adopt the claims-made form for 
all commercial risks, and would expect the superintendent to ensure that its use 


is restricted to the open-ended, long-tail, unpredictable liability risks. 


Finally, the Task Force recommends that: 


B.4 Specific attention should be given to the claims-made policy form 
in establishing regulations with respect to minimum notice periods 
for non-renewals of coverage, mid-term cancellations and changes 
in coverage. (See Recommendation D-29.) 


Environmental Impairment and Pollution Exclusions 


Owing to a combination of new legislation reflecting the intensified 
public concern with environmental risks and hazards, judicial interpretations of 
policy language, and the inherent uncertainty surrounding an increasing number 
of such risks and hazards, the availability of insurance coverage for "sudden and 
accidental" pollution has shrunk considerably, while coverage for environmental 
impairment and longer-term pollution risks has virtually dried up. Indeed, the 
claims-made commercial general liability policies of both the Insurance Bureau 


of Canada and Lloyd's of London specifically exclude pollution coverage. 
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The new legislation is Part IX of the Environmental Protection Act, 
which was proclaimed in force on November 29, 1985. This imposes strict 
liability for environmental waste discharges on both owners of substances that 
pollute and persons in control of substanes that pollute (e.g., carriers). The so- 
called "Spills Bill" requires such owners and controllers to finance the clean-up 
and restoration costs, as well as satisfy other property damage claims, bodily 


injury claims and pure economic loss claims. 


The insureds most affected by the capacity and availability problems in 
respect of pollution coverage are the primary producers and distributors, such as 
oil companies, service stations, chemical producers, manufacturers and 
distributors and carriers of potentially hazardous products (such as PCBs). In 
addition, great concern has been expressed over potential liability exposure by 
those industries that have voluntarily taken steps to deal with pollution events in 
an emergency. These include the petroleum industry's land spill co-operatives 
and the Petroleum Industry Marine Environmental Co-op of Ontario (PIMEC), as 
well as the Canadian Chemical Producers' Association's Transportation 
Emergency Assistance Plan (TEAP). (Most road carrier risks are still covered by 


the standard automobile policy.) 


The Ministry of the Environment has also expressed concern over the 
inability of pesticide operators licensed by the Ministry to obtain the necessary 
liability insurance mandated under the Pesticides Act. Similar difficulties are 
being encountered by operators of waste management systems and waste disposal 
sites, including the Ontario Waste Management Corporation in respect of its 


handling and disposal of hazardous waste. 


In response to the crunch, the Government of Ontario, acting initially 
with the Insurance Bureau of Canada and then with approximately 25 Canadian 
insurers, was instrumental in creating the "Limited Pollution Liability Insurance 
Pool," or "Spills Pool", now administered by Insurers' Advisory Organization. Its 
terms of reference include providing sudden and accidental pollution coverage 
only for those risks with relatively minor pollution exposures that are unable to 
obtain pollution coverage within the CGL policy. Endorsements are issued for 
limits up to $1 million. Limits in excess of this amount are recoverable from the 
Environmental Compensation Corporation established within the Ministry of the 


Environment pursuant to the "Spills Bill". At present there are seven categories 
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of risks ranging from basic retail stores to chemical manufacturers. Some 


insurers have now realized that the potential for losses in the lower categories 


are remote and are now opting to insure up to the first four categories without 


seeking the pool's reinsurance. | 


Nevertheless, it is all too clear that the Spills Pool coverage is limited 


and that, effectively, the government is potentially on the hook for the payment 


of tremendous claims. A few of the specific concerns with the inadequacy of the 


protection are as follows: 


Service stations in particular are exposed to liability owing to the 
exclusion for bodily injury, property damage or clean-up costs 
caused by a pollution incident originating below the surface of the 
ground or water and then subsequently exposed by erosion, 
excavation or other means. 


A fuel spill from an unlicensed fork lift truck may be unprotected 
owing to the exclusion of pollution coverage from self-propelled 
motor vehicles. (Unlicensed vehicles cannot obtain the usual 
coverage pursuant to SPF#1l under the automobile policy.) 


Third parties suffering bodily injury may not be adequately 
compensated because of the low policy limits and the priority 
accorded to clean-up costs and defence expenses. 


Insurers may well react by reducing third-party automobile SPF 
#1 limits to $200,000 minimum mandated by statute, and then 
issuing an excess policy with a pollution exclusion. In addition, 
they may refuse to write non-owned automobile SPF #6 insurance 
in order to avoid being dragged into actions. 


In light of the foregoing concerns over the lack of availability and the 


inadequacy of coverage for environmental impairment and "sudden and 


accidental" pollution, the Task Force recommends that: 


B.5 


B.6 


l Note 


Consideration should be given to requiring the companies engaged 
in environmentally hazardous activities to set aside reserves to 
cover potentially catastrophic pollution events. Such reserves 
should be tax-exempt (see also Recommendation D.37). 


The Government of Ontario should take steps to encourage the 
formation of an industry-based pool to accommodate currently 
uninsurable risks such as leaks from underground storage tanks 
involving fuel at service stations, home heating and oil, and 
industrial storage of fuel and other raw material and products. 


that the farm mutuals have continued to provide both 


environmental impairment and "sudden and accidental" pollution 
coverage to agricultural producers at reasonable cost. 
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B.7 The Insurance Act should be amended to make clear that insureds 
such as oil Companies are permitted to indemnify members of 
their sales associate network and other non-affiliated companies 
and contractors in the event they suffer losses for which 
insurance protection is either unavailable or prohibitively 
expensive such as coverage for underground tank leaks and Sas 
pollution-related exposures. 


B.8 The Superintendent of Insurance should work with the insurance 
industry to develop adequate provision for "sudden and accidental 
pollution coverage" within the Comprehensive General Liability 
policy, and if necessary, address the problem by way of minimum 
statutory conditions. 


Legal Defence Costs 


Until recently, the costs of defending against liability claims were not 
included within the aggregate limits of the CGL policy. Insurers traditionally 
controlled the defence costs by hiring their own lawyers to conduct the defence. 
The insurers then paid all the costs, and the full amount of the policy limits was 


available to pay any settlement or judgment against the insured. 


Since the late 1970s, however, defence costs have escalated and, with a 
view to controlling costs, the insurance industry proposes to include defence 
costs within the aggregate limits of the policy -- a practice that has already 
been incorporated in some other policy forms. This approach has been 


incorporated in the new claims-made policy form. 


Obviously concerns have now arisen that in some cases defence costs 
may exceed the policy limits and leave nothing to satisfy the settlement or court 
award. Defence lawyers may also urge settlement in inappropriate cases simply 


in order to prevent defence costs from consuming all available coverage. 


In the United States, the ISO has proposed limiting defence costs to 
50% of the aggregate limit, but the National Association of Insurance 
Commissioners has urged states not to approve the ISO proposal until the 


proposal can be studied by the commissioners. 


The Task Force is likewise concerned with the implications of such 


developments in respect of defence costs and recommends that: 


B.9 The Superintendent of Insurance should examine the treatment of 
defence costs under the Commercial General Liability policy and, 
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if necessary and appropriate, make recommendations to the 
government for appropriate action to enhance the protection of 
the insured. 


Responses by Insureds 


The current market has caused many organizations to examine closely 
the cost of liability protection and the alternatives that might be available. This 
cost includes actual insurance premiums paid to outside insurers, self-insured 
losses (e.g., deductibles and captives), loss prevention expenses and associated 


administrative costs. 


Each one of these components had to be addressed, but one of the most 
important management decisions was the extent to which risk was to be retained 
by the organization in the form of deductibles or restrictive coverage. The 
acceptable exposure on any one particular risk ha to be considered as well as the 
total exposure on all risks. Changing retention and exposure levels affected each 


cost component mentioned above. 


Following the review of costs and current and anticipated market 
availability, some organizations may simply decide to accept higher premiums, 
increased deductibles and reduced coverage. For example, in 1985 one Canadian 
utility paid $18,000 for $2,500,000 of primary coverage under a general liability 
policy. The company's assets and retained earnings were substantial. The only 
quotation received for 1986 was $46,000 for $1,000,000 of primary coverage. In 
this case, the increase in premium was meaningless in relationship to income, 
assets and gross revenue. Nor was the reduction in primary coverage of great 
concern. In summary, this company noted that premiums had more than doubled 


in one year Dut accepted the increase. 


Many companies likewise adapted to the new pricing and terms. Even 
though premiums have increased significantly from a percentage point of view, 
the actual cost in dollars has not warranted serious review of alternatives. The 
premium cost and increased exposure continues to be immaterial to the 
company. Based on a small, but probably representative sample of companies in 
this position, premiums for liability insurance renewals represent less than 1/5 of 


1% of before-tax income. 
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At the other extreme, however, many organizations have found the 
increased premium cost and exposure to be very considerable. For example, one 
Ontario manufacturer of a product considered to be high-risk by insurers and 
exported to the United States had to increase the selling price of its product by 
more than 40% just to cover the increase in liability insurance related costs. 
Product liability insurance costs and exposure to product liability suits are the 


major financial concern to the company and a threat to its very existence. 


Many organizations fall between the two extremes. The increased cost 
and exposure are significant but not devastating. The anticipation of a continued 
tightening in the market and the possibility that adequate coverage may not be 


available at any price are ongoing concerns. 


Organizations in this position have investigated alternatives to the 
"normal" commercial general liability policy. These alternatives include captive 
insurers; retrospectively rated premiums (i.e., based on actual loss experience); 
group, industry and association pools or captives; administered fund 
arrangements; claims-made policy forms (as opposed to occurrence form of 
policy); higher deductibles; and lower aggregate limits. In most cases, the 
alternatives examined require greater risk retention by the organization and, 


consequently, loss prevention has become much more important. 


Unfortunately, there are certain obstacles to many of these 
alternatives. The "single-parent" captive-insurer approach faces three major 
problems -- taxation, legislation and aggregate stop-loss reinsurance. Following 
the Consolidated-Bathurst Limited case, there is now considerable doubt as to 
the deductibility of the premium paid to the captive for Canadian tax purposes 
unless the captive is a bona fide insurance body with separate management. 
Furthermore, amendments to the foreign affiliate rules in the Canadian Income 
Tax Act have removed many of the advantages of using offshore captives located 
in tax-haven jurisdictions by taxing certain income as earned (rather than as 
received). Statutory capitalization and other requirements under both the 
Ontario and federal insurance acts effectively preclude a company based in 
Ontario or Canada. Even if these problems can be resolved, aggregate stop-loss 


reinsurance to cap losses in the captive are generally not available. 





pepe caire i sae naar 30 ee 
‘hay etme nl iG: lente Sore og 
er? one Efie Viiliel uber Gr swieeRNe bie ereno aonsuen! yrilidail soubor 

| ARR Cn ti Ne oe ee 


——— 





1a beameraed set? dian pceiini allem ah aanetanie wath: i 
nawai2ngo 8 to naitsqinitng eft <prisatzeved ton tod inspiingle 916 weyzogns baw: 
SEO arte ROY Oe ee 

a en ee oe 


ott ot selteala. ‘Saket aie antihioe ‘ahd ail obtaining nate 
SuLGAD Shubnl epwitamatls santT ~xoileg iliiell Isereg isiowmmep “leanodt" 
orn seoh lautae no beend ei) eenvinweng bore, la gpaeers 
“bow bemesinimbs  wevingas 10 whokq pimaiowes be yey. 
to le ca ot egy ‘bbe andi Acie geal 
ort pedis tema vl -27iviil eseyenygs mwel be peslditoubsh wedgld g¢pilog 
Die HGRA PIO grid, ye ooltione seh reeNE svlupes benimare eevizanvetls 
anal Perea ane eee: 


ee eh end rotositce issn 6 pore wlererurrelnty | 
neler, earn penal domereae vosanivovingan “Ynareqvalyale” oat cov inanieris 
gationalyom eet warlbeT Famhgeite ange tgpe bne colmlelgel gieinener o» gereidong 
of a sual sielarsbianca wan ei made ome baalenit teutiteblebonsbloanos), edt 
AAA) AGI AAIEINED wt ovina enol bikg muimanq.edy to ytiiidizaubeb, art 
seeing exeeque Atiy Ybod somwient, obit Aned. 6 ah oninge> site self 
a 

barkoel ervinqta otadetto grin ho emyaanevtns arte $o- 
<3 ais, mie) bedres da omecn ninase ania xd ly 
ody stint ah eInceMaeT coree Kew ane pare yer 
‘path ana: tteltce cama 








nea a 





58 


Retrospectively rated premiums certainly make sense, but the concept 
has been abused, transferring very little real risk and becoming highly 
questionable from a tax point of view. These arrangements have not generally 
reduced exposure, and many are intended to address the problem of tax 


deductibility with respect to self-funding. 


The formation of group, industry and association captives is equally 
problematic, even if they are properly structured and independently managed so 
that the tax problems can be resolved. The reinsurance availability problem still 
remains. But the most difficult problem encountered is the reluctance of the 
members to actually share each other's losses and the reluctance to transfer real 
risk among the participants, particularly where the members compete openly in 
the same marketplace. A group captive structured as a number of individual 
cells where no risk is transferred does little to reduce exposure and, if carefully 
examined, does little from a tax point of view. To date, few group captives have 
actually been set up by Canadian organizations, and those that have been formed 


are usually offshore, given Ontario and federal capitalization requirements. 


Buying or arranging insurance through a trade association or group has 
certain advantages and is currently being investigated by many organizations. 
Some companies have decided to "go bare" (i.e., without insurance) or be 
underinsured. A few of these companies have stripped assets from their limited 
liability companies in an attempt to limit losses should financial failure result 
from large claims. Others have considered segregating higher-risk activities in 


another corporation (which could be abandoned if adverse circumstances arise). 


Organizations unable to obtain mandatory minimum levels of liability 
insurance coverage in order to operate are considering arrangements that 
provide the required coverage for a premium slightly in excess of maximum 
exposure under the policy (i.e., the million dollar premium for the million dollar 
coverage). This allows the insured to produce a liability policy and continue to 
Operate, but little else. These policies are clearly expensive given the 
meaningless value of the policy, and most insurers have been very reluctant to 
become involved with these arrangements. But some pressure has been put on 
insurers by brokers on behalf of uninsureds, in order to provide a policy to allow 
the organization to continue to operate while the broker tried to find a more 


conventional policy. 
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Some companies have found success by changing agents or brokers as 
the new agent or broker may have had access to different underwriters. This 
reflects the accessibility problem discussed in PartC in respect of the 


distribution system. 


In most cases, there has been an attempt to balance the cost of the 
policy and exposure on self-retention (generally in the form of a higher 
deductible). As a general rule, the higher the self-retained risk (or deductible), 
the lower the premium. In the soft markets of the past, deductible levels may 
admittedly have fallen too low. In the current market, a much higher deductible 
may be warranted from an overall cost point of view. But if the deductible 
exposes the insured to too great a risk, consideration must be given to the 
creation of a facility to share the risk on the increased deductible with others in 


a similar position. This and other new mechanisms will be discussed later. 


Developments in the United States 


Problems similar to those in Canada occurred in the United States long 
before they surfaced here. Liability insurance coverage for municipalities, 
health care entities (including day care centres and nursing homes) and taverns is 
difficult to obtain in the United States. 


The insurance industry in the United States is subject to regulation by 
the individual states. In an effort to deal with the availability and affordability 
crisis, individual states immediately acted to assist industry groups in finding 
coverage. Critics’ initial demands for federal regulation of the insurance 
industry were somewhat suppressed by these actions. Although the efforts of 
individual states helped to alleviate the availability problem in the short term, it 
was felt that further action was necessary to solve the availability and 
affordability crisis in the long-term, perhaps through federal action. Steps are 
currently underway to increase capacity through amendments to the federal Risk 
Retention Act of 1981. The amendments would make it simpler for businesses, 
trade groups and municipalities to form captive insurance companies or pools 


and/or purchase liability insurance as a group. 


As a first step to deal with the lack of insurance coverage many 


industries were facing, some states passed new regulations with respect to non- 
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renewals and to prevent insurance companies from cancelling policies in midterm 
without adequate notice. Critics, however, felt that such actions would make 
insurers more reluctant to write risks in those states, and would cause some to 
leave states, and thereby adding to the lack-of-capacity problem. One state 
proposed legislation that would allow it to regulate property and casualty 
insurance rates and vowed to push it through this spring. Another state granted 
immunity from civil suits to taverns selling liquor to a person who subsequently 
injures another while impaired. Most states have established voluntary market 
assistance programs to help industries and municipalities find insurance where 


coverage is not available. Such programs have been very successful. 


The federal government is currently reviewing a wide range of federal 
product liability and tort reform bills and, most recently, the "Report of the Tort 
Policy Working Group on the Causes, Extent and Policy Implications of the 
Current Crisis in Insurance Availability and Affordability", submitted in 
February 1986. This report has concluded that developments in tort law are a 
major cause for the sharp premium increases for liability insurance. Four 


particular areas of concern were singled out for special attention: 


fe) The movement toward no-fault liability, which increasingly 
results in companies and individuals being found liable even in the 
absence of any wrongdoing on their part. 


Oo. The undermining of causation through a variety of questionable 
practices and doctrines that shift liability to "deep pocket" 
defendants, even though they did not cause the underlying injury 
or had only a limited or tangential involvement. 


fe) The explosive growth in the damages awarded in tort lawsuits, 
particularly with regard to non-economic awards such as those for 
pain and suffering, or punitive damages; and, 


° The excessive transaction costs of the tort systern, in which 


virtually two-thirds of every dollar paid out through the system is 
lost to attorneys’ fees and litigation expenses. 


This issue of tort reform and its applicability in the Canadian context 


will be addressed in detail in sub-part III below. 
Pro for New Facilities and Enhanced Capacit 


The following discussion will set out a series of new mechanisms and 


other reforms designed to enhance capacity in the critical area of liability 
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insurance. The implementation of proposals involves no changes or only modest 
changes in legislation. The Task Force wishes to emphasize that, in putting 
forward a variety of recommendations, it is not expressing a particular 
preference for one mechanism or another, unless otherwise indicated. Clearly, 
the suitability or propriety of each will depend on a variety of factors such as 


the nature of the participants and the risk to be insured. 


Several preliminary observations are perhaps useful. Firstly, it is 
preferable for the insured to stay within the insurance system rather than go 
offshore. Otherwise there will be no benefit from the Superintendent's 
regulation, and the risk base in Ontario will be diminished, thereby reducing the 
effective pooling of risks so critical to the insurance mechanism. Secondly, as a 
general matter, it is desirable to promote a healthy insurance industry in 
Ontario. Finally, self-insurance programs must be monitored closely, since an 
ill-conceived plan may endanger the financial position of both individuals and 


business organizations and provide inadequate protection to third parties. 


Reciprocals 


Reciprocal insurance exchanges are an important mechanism for 
generating additional capacity and can be implemented pursuant to Part XIII of 
the Insurance Act. Such an exchange is an unincorporated group or pool of 
individuals or organizations that contract with each other to spread the risk and 


losses inherent in their activities. 


If one member suffers a loss, the others contribute toward the payment 
of that loss, based on a pre-agreed formula. The members, usually called 
subscribers, traditionally cover any losses by paying some premiums up-front, 
and agreeing to be assessed for the amounts in excess of that premium. The 
exchange is accordingly a form of mutual insurance that can be attractive to 
certain groups of organizations who have certain activities in common. It is 


limited to property and casualty insurance. 


Very few such organizations ever existed in Ontario, probably because 
until recently, reasonable insurance was available. There is, however, increased 


activity in the formation of such exchanges at the present time. 
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A special report on reciprocal insurance exchanges has recently been 
prepared by the Financial Institutions Division of the Ministry of Consumer and 
Commercial Relations. Entitled "How to Set up a Sound Reciprocal Insurance 
Exchange", it deals specifically with publicly supported organizations such as 


municipalities and hospitals. 


The Task Force believes that commercial enterprises should likewise be 
encouraged to establish reciprocal insurance exchanges. An exchange, for 
example, might be the most appropriate vehicle with which to ensure higher 
deductibles in particularly problematic areas such as libel and slander insurance 


coverage for newspaper publishers. 


The Task Force recognizes, however, the problems arising from 
confusion over the tax treatment of such reciprocal exchanges. There appears to 
be a general lack of understanding of the true legal nature of a "reciprocal 
insurer" involving an unincorporated entity, subscribers and the attorney-in-fact. 
In addition, the taxation of the exchange (i.e., who is taxed and how) is 
frequently subject to inconsistent administrative application by the tax 


authorities. 


The Task Force therefore recommends that: 


B.10 The Superintendent of Insurance should continue to encourage the 
establishment of reciprocal insurance exchanges in appropriate 
cases, and should prepare a booklet describing the nature of 
reciprocal exchanges, their potential advantages and the statutory 
requirements under the Insurance Act designed more specifically 
for commercial entities. 


B.11 The provisions of Part XII of the Insurance Act should be updated 
and clarified with respect to the obligations of subscribers or 
members of reciprocal exchanges. 


B.12 The Superintendent of Insurance should request a ruling from 
Revenue Canada on the taxation of reciprocal exchanges and 
make available a commentary prepared by Revenue Canada to 
interested persons. 


Insurance Pools 


As noted above, groups of insurers have recently banded together to 


form pools as a means of providing coverage for difficult-to-place liability risks. 
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The first such pool was created in November 1985 to provide coverage under the 
newly proclaimed Environmental Protection Act. It is known as the Spills Pool 
and has over twenty subscribing insurers. The pool has a common rate manual, 
and all subscribing insurers join in the insuring agreement. Coverage is 


restricted to $1 million. 


In January 1986, because of difficulties in placing certain liability 
coverages, an additional pool was created. The OLI pool consists of some 25 
companies banded together in a subscription policy arrangement to provide 
coverage to small businesses and non-profit organizations. it provides up to a 
maximum of $1 million per incident and a total annual limit of $1 million. The 
broker referring the business is paid a 5% commission. The OLI pool was 
intended as a temporary arrangement to deal with transitory difficult problems 


under "hard-market" conditions. 


There is no doubt that this pooling mechanism and, more generally, the 
Market Assistance Program has proved invaluable in addressing the problem of 
availability for many volunteer and non-profit groups and small and medium- 
sized businesses exporting to the United States. it has not and cannot, however, 
address problems of affordability and adequacy. Nevertheless, some pools should 
be viewed as potentially valuable longer-term instruments to be used, albeit for 


limited purposes, in difficult areas of liability insurance coverage. 


There is no legislative amendment necessary to prohibit or inhibit the 
establishment of further or additional OLI pools, as the occasion may arise. The 
insurance industry accordingly has the capability to maintain and operate such 
pools, until such time that acceptance of risks by individual companies is 
resumed. It may well be that the pools will be disbanded, or certain risks can be 
taken from the pools. Undoubtedly, the experience of the OLI pool will dictate 


its future need or change in operation. 


Mention should also be made of the other pooling-related efforts on the 
part of insurers to expand capacity and fill in gaps in availability in other areas. 
For example, joint underwriting has been facilitated by the formation of the 
Canadian Industrial Risk Insurance (CIRI) Association. The Canadian Industrial 
Risk Insurance Association was formed in 1973 by 30 stock insurance companies 


to provide a facility for wide participation of Canadian insurers in a risk-sharing 
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mechanism that emphasizes co-operation in loss reduction services. By 1979, it 
ranked among the top 15 groups in Canada writing property and casualty 
insurance. In addition to the Canadian Industrial Risk Insurance Association, 
there is the Factory Mutual System, consisting of three insurance companies that 
provide a similar facility. Such industry mechanisms are clearly valuable and 


must be encouraged. 


The Task Force believes that ad hoc industry-based insurance pools 
have proved valuable for addressing capacity crunches and will likely continue to 
be necessary for the most difficult liability risks as they emerge. Moreover, 
based on the positive record of the Market Assistance Program and the hot-line 
service, it is clearly preferable to restrict the government role where necessary 
to that of animator and facilitator. In this connection, the Task Force does not 
recommend that the government opt to mandate joint underwriting associations 
in certain lines, as various U.S. states have done in respect of medical 


malpractice. 


Nevertheless, a sornewhat stronger government role may be required in 
special cases. For example, the case of the recent greenhouse disaster 
demonstrates that the government itself may have to step in as the reinsurer of 
last resort where the industry capacity is simply not available and public interest 
so dictates. The ever-increasing number of environmental risks, nuclear power 


hazards and other possible catastrophes clearly fall into this category as well. 


The Task Force therefore recommends that: 


B.13 The insurance industry should be encouraged to continue to adopt 
pooling measures as required from time to time. 


B.14 The Government of Ontario should continue to be prepared to act 
as the facilitator of industry-based insurance pools when capacity 
crunches emerge from time to time. 


Export Liability Insurance Pool 


As noted earlier, the Task Force believes that there are compelling 
reasons to justify a stronger government role in assisting the insurance industry 
to meet the demand for liability insurance for exports to the United States. The 
deep concerns in this area were highlighted in a letter to the Task Force from 


the Honourable Hugh P. O'Neil, the Minister of Industry, Trade and Technology: 





be ssuiey hein ove waite mie ie ctikiaeY satimie « ablvorg 
| eginungne ed Jeon 


rit cx i a a wh 2 Caine i 


esa aclivedina x aiotsbaeair dil tails eestiandaiadies ot | 
SP unitaad ytenti iw baw xpi Ykseghs gnices bbe wt eldeutay beaver even 
eevee sayronto ney ew alerts ytitictall: ‘HUSH from ont yw yuweseosn ad 
Siti] -sorl arly bre meigost soamseleeh) resliet orld to brood svirieeg aire beend: 
“vieeneten gustw sles ineminevog ort saitteey oF eldieletg YiaslD ah 1 soiree 
Yor aeot eyo Meo T ent jwibltpenneS aidy Al” Wott se baw sorenine te dee oF 
anoite amen gaa tvewebius griol noabewer ot tq0 trsmurrevery Sr? ted? DeranienOr9% 
Lamibvarn we toeqevi nl ened oved eetore —_ evolisy 8s veonill nisi ‘nl 


fil beriupes od ypiry alod. main tevey TAgnO HS Ta wesnon & eeioirargy 67 
wheal wee Ty Heo ory to enen eth (Biqeiaad apt weseo leleeqe 
jay erasers ortT tm AT qnte oP svart yen Sleest oremesaveg at iat? cote smiereamd 
Trotman! tigen one aidakiave ton eligi ah elaine errant erly sani repay dae! 
rewsig revlon olen Lernomnendves to ‘ode gellewontletters ot? .waterib ce 
elle ge mroqepsy ateiz omni Lie} anes: eeateertcacncaaas yetire bie ebweset 


it Sennen eee eu? at myers 





son Of barn of ) moniter vat oa ; ote | 
eHloaes. nose “dooy somarnenl be Seybeit| 





65 


Clearly, we cannot continue to have the success of some of our more 
competitive firms jeopardized by the lack or high cost of insurance. 
This results in the loss of exports and jobs. It is impossible to estimate 
the potential losses but they could be substantial. Given that the 
problems are not amenable to early solution, consideration should be 
given by the Task Force to what measures can and should be taken both 
by the insurance industry and government. In this regard, it may be 
possible for groups of insurance companies to pool product liability 
risks, especially for exporters to the United States. This is unlikely to 
reduce the affordability of coverage. To be successful, such an 
initiative might have to be supported by government involvement. In 

- this case government could either assume a portion of the pooled risks 
or provide limited reinsurance, without any element of subsidy, to the 
insurance pool. The Task Force should also consider what can be done 
to further develop an Ontario-based reinsurance industry. 


The Ministry of Industry, Trade and Technology recommends therefore 
that the Task Force give high priority to the insurance problems 
confronting Ontario businesses, especially in the area of product 
liability insurance for exports to the United States. There is an urgent 
need to deal with this crisis, and we urge you to consider immediate 
measures, as well as the long-term social and institutional changes 
which may be necessary. 


The Task Force believes that the pooling mechanism might be most 
effective in addressing the availability, adequacy and affordability concerns in 
this area. It is important, however, to consider the implications of any 
government action for Canada's commitments under the General Agreement on 
Tariffs and Trade, and the need to avoid any semblance of a subsidy, since this 
would simply invite immediate countervailing action by the Americans. In 
addition, the Task Force is of the view that any action should take a national 
rather than a narrowly Ontario point of view. Efforts should be made to involve 
the federal government, particularly since many exporters operate beyond the 
boundaries of Ontario. However, in view of the importance of such insurance to 
the Ontario economy, if federal action is not forthcoming, Ontario should help 
create the required facility, which could serve Ontario and broader national 


interests as experience develops. 


The Task Force considered the possibility of using the Export 
Development Corporation (EDC) as the appropriate vehicle for a government 
role. The purpose of the EDC is to provide financial services to Canadian 
exporters. At present, the EDC role is primarily credit- and performance- 
related, and does not involve product liability insurance. The Task Force has 
concluded, however, that the EDC vehicle is not appropriate, given the high 


probability that its activities would be viewed as unfair trading practices. 
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Other options include a direct government facility (federal or 
provincial); a government-sponsored pool; a pool sponsored by the insurance 
industry; and an export industry pool. The Task Force is pleased to learn that 
the government has already been examining such options on an urgent basis. It 
would seem appropriate to try to tailor the option to minimize the direct 
government role and therefore the chances of being accused of illegal 


subsidization under GATT. The Task Force therefore recommends that: 


B.15 The Government of Ontario should give strong consideration to 
sponsoring an insurance industry pool, the terms of reference of 
which will be carefully drawn up so as to restrict assistance to 
those exporters experiencing a severe availability, adequacy and 
affordability crunch, and to avoid any appearance of subsidizing 
inefficient producers and manufacturers. The pool should be 
administered by the industry and include a hot-line service. 
Government financial assistance might be provided by way of 
reinsurance of the last resort, or guarantor of retrospective rates 
and excess losses when the capacity even within the pool proves 
inadequate and where the situation so demands in accordance with 
prearranged guidelines. 


New Mutuals 


The Corporations Act of Ontario provides for the incorporation of 
mutual or cash mutual insurance corporations that can be licensed under the 
Insurance Act. The mutual insurance corporation is probably one of the first 
examples of corporate co-operative legislation. It operates on the principle that 
each member who is insured is entitled to one vote. Capital requirements and 
rules of operating are the same as for a joint-stock insurance company licensed 


in Ontario. 


It is therefore a viable alternative to individuals or corporations who 
have a common goal in securing liability insurance and are concerned about the 


lack of limited liability associated with a reciprocal insurance exchange. 


The Task Force therefore recommends that: 


B.16 The Superintendent of Insurance should ensure that greater 
information on the possibility of creating mutual or cash mutual 
insurance corporations as viable mechanisms for expanding 
capacity, be provided to the public. 
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Expansion of Farm Mutuals 


There are some 51 farm mutuals licensed under the Insurance Act, 
many of which have been in existence for over 100 years. They provide 
insurance to nearly 85% of the farms in Ontario. The farm mutuals are well 
organized, with their own reinsurance plan and with a guarantee fund to protect 


their insured members from insolvencies. 


Mutuals originally wrote only fire and lightning insurance for their 
members. Since the 1950s, their underwriting has extended to include various 
other perils and eventually liability insurance. They now provide automobile 


insurance and environmental protection insurance to their members. 


By reason of safe investment strategies, farm mutuals have built up a 


considerable surplus -- in the order of $150 million. 


The Task Force believes that one mechanism to expand capacity would 
be to permit the farm mutual companies to compete on an equal footing with 
other insurance companies for non-agricultural business. This step has already 
been recommended by the Dupré Commission and has been under consideration 
by the government for some time. Provided that the farm mutuals are subject to 
the same regulatory and supervisory requirements to which all other companies 
are or will be subject, and provided that an acceptable compensation fund 
mechanism is also in place, there is no reason why the appropriate amendments 
to the Insurance Act and the relevant federal legislation should be delayed any 


longer. 


The Task Force therefore recommends that: 


B.17 The proposals of the Ontario Mutual Assurance Association should 
be proceeded with as quickly as possible. These proposals will 
give farm mutuals the same investment powers as other insurers, 
and the ability to form subsidiaries designed to provide 
commercial and urban insurance coverages. Such subsidiaries 
should be subject to capital requirements, regulations and 
taxation comparable to those applying to joint stock property and 
casualty insurers. At the same time, the guarantee fund of the 
farm mutuals must be extended to their subsidiaries to ensure 
adequate protection of the public. 


B.18 Farm mutuals should also be required to conform to the same 
rules for financial reporting and disclosure as other insurers. 
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Extended Functions of Captive Insurers 


Some use has been made by larger businesses in Canada of captive 
insurance companies. The primary purpose for most captive insurance companies 
is to provide a pool of funds from which to pay the insured's claims. The captive 
is also used as a focal point to establish a pool of risk in the hopes of being able 


to obtain reinsurance. 


These arrangements for corporations and generally their affiliated 
companies permit the placing of insurance for corporate needs. Except for 
automobile insurance, which must be placed with licenced insurers, any person in 
Ontario is free to purchase insurance outside the province, for his own needs. 
The advantage to the insured is obvious, in that there is ability to structure a 
tailor-made insurance program and capacity can be assured. Premiums remain a 


deductible expense in doing business. 


Special legislation exists in several American states and in a number of 
offshore countries, such as Bermuda. This special legislation recognizes that 
certain insureds do not need the regulatory protection offered to the general 
public. In most instances, the usual insurance-type investment clauses are not 
applicable. An additional attraction is that the income earned on investments by 


the captive insurer may not attract tax in the domicile of the parent owner. 


In instances where captive insurers insure other third parties, it is 
customary to do so by a reinsurance arrangement with a fronting licenced 


insurer. 


Captives may also be considered as an alternative in providing 
insurance to other than their owners or affiliates. Current provisions of the 
regulations made under the Registered Insurance Brokers' Act of Ontario allow 
brokers to place, under certain conditions, insurance with unlicenced insurers -- 
more particularly, when "sufficient insurance cannot be obtained at reasonable 
rates on a form of contract required by the member of the public from insurers 
licensed under the Insurance Act." The owners of such captives might well 
consider extending their sphere of operation to provide insurance coverages 


under these arrangements to other than their own persons. 
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The Task Force is of the view that increased use of the captive insurer 
mechanism would be an effective way of expanding capacity, particularly in the 
more intractable problem areas of the liability insurance sector. In particular, if 
professional and products liability insurance needs can be met under appropriate 
terms for particular corporations, then greater capacity will be available in the 


conventional insurance market for consumer coverages and less hazardous risks. 


It would be preferable, however, to encourage captive insurers to 
remain onshore. This could be accomplished, for example, by permitting the 
deferral of income tax on retained earnings until such profits are distributed as 
dividends. Rules and limitations to avoid abuse would be required. Such a step 
would necessitate the legislative reversal of the recent decision in the 
Consolidated Bathurst case that held that premiums paid, for example, by a 
Canadian company to a controlled captive will not be deductible for tax purposes 
(although premiums paid by a Canadian company to a captive owned by a foreign 
parent may be deductible). In addition, at the moment, under the Income Tax 
Act a Canadian company is taxed on its share of a captive's underwriting and 
investment income (to the extent that it relates to Canadian risks), if the 


Captive is considered a controlled foreign affiliate. 


In light of the foregoing, the Task Force recommends that: 


B.19 The Government of Ontario should take steps to facilitate the 
formation of domestic captive insurance companies and the 
Insurance Act should be amended to extend to such captive 
insurers. The new provisions should permit sophisticated buyers 
of insurance to form their own insurance companies with a 
minimum of regulatory oversight. 


B.20 Revenue Canada should be requested to review its position vis a 
vis captive insurers, and the federal government should be urged 
to make any appropriate changes to the Income Tax Act if 
necessary. 


Self-Insurance 


Many corporations retain the responsibility for their risks by 
establishing self-funded reserves. In such instances, corporations endeavour to 
retain the portion of the risk compatible with their own risk-bearing capacity. In 


short, they settle their own claims out of their own funds. In most instances, 
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they provide for a form of excess insurance for losses sustained over a certain 


amount. 


The Task Force believes that self-insurance is an_ increasingly 
appropriate longer-term response to capacity constraints, especially for large 
public bodies and for specialized lines of liability, provided that the amount of 
risk retained is within the limits of the risk capacity. In this connection, in a 
paper prepared for the Task Force, Marsha Chandler and Carolyn Tuohy set out 


the following useful assessment of the trend to self-insurance: 


Informal provisions for self-insurance have the advantage for the 
insuree that they avoid insurance company loading factors; and, for 
low-risk insurees, they also avoid the need to share in the expected 
claims costs of higher-risk members of an insurance pool. From a 
social point of view, however, self-insurance, especially for liability 
losses, presents several problems. Most notably, it may fail to protect 
third parties, including consumers not sophisticated enough to demand 
"tied packages", that is, products or services backed by insurance. It 
may also raise problems of adverse selection in which lower risk 
entities self insure, and higher-risk entities remain in the insurance 
market, driving up premiums and driving even more entities at the 
lower end of the risk spectrum to self insure. 


Although self-insurance by individuals or individual firms may not be 
desirable from a social perspective, it may nonetheless be appropriate 
for government to encourage the formation of self-insured groups. 
These groups could take a variety of forms. One variation has been 
noted above -- the suggestion that groups within the same risk class 
form pools for the purpose of taking on large deductibles, essentially 
treating conventional insurance as reinsurance. Such groups would 
function over time as more knowledgeable consumers in the insurance 
market, and as organized consumer counterweights to industry interest 
in the political arena (the increasing trend for large U.S. corporations 
to withdraw from the U.S. health insurance market in favour of self- 
insurance provides a somewhat analogous illustration of the gains in 
economic and political power to be mde through self-insurance). 
(Etheredge, 1985.) 


Another variation on group liability self-insurance mechanisms is 
presented by "protective associations" on the model of the Canadian 
Medical Protective Association, which are committed not only to 
pooling but also to reducing the risk of loss to their members. The 
CMPA decides which malpractice claims it will settle out of court, and 
which it will force to the courts; and provides legal services to its 
members as well as compensation for liability, losses. It has been 
argued that the CMPA has reduced its members' losses by holding to a 
very restrictive definition of liability, and forcing any challenges to 
that definition to be litigated at potentially high cost to the plaintiff 
(rather than by monitoring the quality of its members' practices). It 
nonetheless demonstrates one model of self-insurance which, together 
with features of the Canadian tort liability systemn, has contributed to 
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markedly lower costs of medical malpractice insurance in Canada than 
in the U.S. 


One particular area where the Task Force believes that self-insurance 
should be positively encouraged is in respect of large corporations and the 
retention of more responsibility for their own risks. To this end, tax changes 
must be made to allow corporations to take tax deductions on "self-funded" 
reserves in the same way that an insurance cornpany can on its claims reserves. 
(At present, a "self-funded" organization can only take a tax deduction at the 


time a claim is actually paid.)! 


Three important benefits expected to accrue from greater self-funding 


ares 


(1) More insurance capacity would be freed up for those smaller 
business entities and/or individuals whose lower risk-bearing 
Capacity render them more dependent on insurance. 


(2) More insurance capacity would be freed up for new types of cover 
needed to respond to our changing environment and_ for 
catastrophe cover. 


(3) Greater levels of risk retention would, at least in the long run, 
lead to greater attention to loss prevention and control, which 
will benefit both the individual corporations and society as a 
whole. 


In addition, other long-term benefits for society would be realized. In 
the area of pollution liability, for instance, where insurance cover is difficult and 
sometimes impossible to obtain, it could clearly be beneficial to society if 
companies with a high pollution liability exposure were able -- or even 
required -- to set aside in a trust fund sums of money to cover the costs they 
will eventually have to pay for the damage they are causing to the environment. 
If this did nothing more than focus the attention of industrial companies on the 
"bottom-line" impact of environmentally damaging processes, it could be of 


considerable benefit. 


1 Note that the Senate Committee voted to approve an expansion of the 
Risk Retention Act, 1981 to allow the formation of groups for self- 
insuring any type of commercial liability, not simply product liability. 
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The Task Force therefore recommends that: 


B.21 The Government of Ontario should request the federal 
government to amend the Income Tax Act to permit corporations 
to take tax deductions on self-funded reserves in the same way 
that an insurance company can on its claim reserves. 


Insurance Exchange 


Another means of ensuring adequate capacity is to ensure the 
availability of adequate reinsurance. In general, it can be said that reinsurance 
fulfills two functions. It shifts risks from an insurer whose solvency might be 
jeopardized if it retained too much risk. And it shelters primary insurers against 
major losses and therefore tends to stabilize profits and losses of insurers, 


permit more orderly growth and protect capital for expansion. 


There is a danger, however, in primary insurers becoming excessively 
reliant on reinsurance, particularly that provided by unregistered reinsurers, who 
rapidly disappeared at the onset of the crunch in 1986. This became all too clear 
with the five recent insolvencies of general insurers Ontario, all of which had 
failed to retain sufficient amounts of the risk. Clearly, limitations on the use of 
unregistered insurance and increased minimum retention ratios are desirable, and 


recommendations to this end have been set out in Part D. 


The source of the recent reinsurance capacity crunch, which culminated 
in the expiry and non-renewal of reinsurance treaties on December 31, 1985, 
appears to be primarily related to the extreme unpredictability of court awards 
and settlements in the United States. Offshore reinsurers are simply convinced 
that the Canadian legal system does not differ substantially from that in the 
United States and are firmly of the view that the developments in professional 


and product liability, in particular, will inevitably find their way into Canada. 


There is a danger, however, in primary insurers becoming excessively 
reliant on reinsurance, particularly that provided by unregistered reinsurers, who 
rapidly disappeared at the onset of the crunch in 1986. This became all too clear 
with the five recent insolvencies of general insurers in Ontario, all of which had 
failed to retain sufficient amounts of the risk. Clearly, limitations on the use of 
unregistered insurance and increased minimum retention ratios are desirable, and 


recommendations to this end have been set out in Part D. 
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The source of the recent reinsurance capacity crunch, which culminated 
in the expiry and non-renewal of reinsurance treaties on December 31, 1985, 
appears to be primarily related to the extreme unpredictability of court awards 
and settlements in the United States. Offshore reinsurers are simply convinced 
that the Canadian legal system does not differ substantially from that in the 
United States and are firmly of the view that the developments in professional 


and product liability, in particular, will inevitably find their way into Canada. 


The following report of a series of meetings with reinsurers at Lloyd's 


in April is illuminating: 


One of our problems in Canada, particularly in Ontario, is that we just 
do not have a broad enough economic or capital base. For example, 
there are simply not enough risks of a certain homogeneous type to 
achieve a spread. The example of providing fidelity insurance coverage 
to Canadian banks was cited. Here, there are relatively few Canadian 
banks and yet they require a minimum of say $25 million coverage of 
this nature. Such a coverage entails a premium of say $2 million a 
year, if the coverage is limited to the few Canadian banks. A similar 
level of coverage in the United States of $25 million a year would result 
in total premiums well in excess of $25 million a year. Consequently, 
since the ratio of premium to coverage is so important, Canadian banks 
are lumped in with American, European and indeed Far Eastern banks. 
Thus, it is quite natural in insurance terms to join Canadian experience 
with that of its immediate neighbours, when considering specialty lines 
of insurance. 


More importantly, Canadians export manufactured products into the 
United States and these products are subject to product liability. In 
addition, Canadian bus lines, trucking companies and other Canadian 
enterprises habitually trade into the United States. Furthermore, 
Canadian tourists visit the United States and Americans visit Canada. 
The fortunes of the two jurisdictions are too closely tied to effect a 
proper distinction from an insurance standpoint for liability coverage. 


Individuals in the London insurance market recognize that Ontario has 
separate and distinct legal and judicial systems. They are also aware of 
our well-developed social welfare system. Underwriters at Lloyd's 
recognize this distinction, but it is overshadowed by the need to spread 
risk and the strong connection of Canada with the United States. 
Consequently, form an insurance standpoint, risks in Ontario are seldom 
distinguished by underwriters in the London market from those in the 
United States of America. 


In light of the foregoing rather gloomy prognosis for the return of 
reinsurers to the North American market, the Task Force believes that steps 
establishment must be taken to accelerate the establishment of the proposed 
Canadian Insurance Exchange. It is the understanding of the Task Force that 


sufficient expressions of interest have now been received from potential 
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investors to create a usable exchange and that this capital is from other-than- 


traditional insurance sources. 


While the Canadian Insurance Exchange, through its syndicates, will not 
be limited to reinsurance, the Task Force is of the opinion that a reinsurance 
facility for Canadian primary insurers within its operations would be a logical 
development and would have the benefit of made-in-Canada underwriting. In 
addition, the Exchange syndicates could write directly more difficult-to-place 


commercial risks. 


As is the case with Lloyd's of London, the exchange will bring together 
insurance capital and the expertise of many underwriters and could go far to 
provide much-needed reinsurance capacity within Canada. In addition, as noted 
by Robert Hilborn, Chairman of the Insurance Exchange: "The new facility would 
create employment, enlarge the province's tax base, enhance Ontario's 
reputation as a financial centre of international significance and create a source 


of Canadian-controlled reinsurance to write specialized risks." 


The Task Force therefore recommends that: 


B.22 The Government of Ontario should take immediate steps, with the 
support of its federal and provincial counterparts, to establish the 
Canadian Insurance Exchange in time to take advantage of the 
reinsurance treaty renewal period commencing January 1, 1937. 


Ill THE CALL FOR TORT REFORM 


Blaming the Courts: The American Spill-Over 


In the more than two hundred briefs and position papers received by the 
Task Force, one message became very clear: a growing number of Canadians 
believe that high court awards are a primary cause of the current liability 
insurance crisis. This was a constant theme -- both from insurers and from 
insureds. The concern was voiced again and again that the court system, 
particularly in the personal injury area, has grown out of control: that there has 
been a explosion in the size of liability awards, largely imposed by compensation- 
driven judges searching for deep-pocket defendants. Indeed, in a recent Gallup 
Poll released on March 31, 1986, 33% of the persons polled believed that 


escalating court awards were largely to blame for the current insurance crisis. 
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These opinions were undoubtedly influenced by developments in the 
United States. Research conducted for the Task Force in this area reveals that 
in recent years the American tort system has undergone a "dramatic 
transformation".! There has been a virtual explosion in liability and liability 
litigation. Multi-million dollar jury awards are now commonplace, and American 
courts continue to expand traditional notions of negligence to new areas of 
activity and injury. The Trebilcock study found that in the United States, "the 
liability insurance crisis ... is not a contrivance of the insurance industry, but in 
large part reflects an explosion both in the parameters and quantum of liability 


in the U.S. court system". 


In a study released by the United States Department of Justice in 
February, 19386, the Tort Policy Working Group concluded that American tort law 
was "a major cause of the insurance availability and affordability crisis". The 
Tort Policy Working Group found that extreme uncertainty had been created in 
the tort litigation/liability insurance system through rapidly changing standards 
of causation and liability. The study further found that "the rules of the game 
have become so unpredictable that the insurance industry often cannot assess 
liability risks with any degree of confidence." The consequence was further 


unpredictibility and increasing controversy. 


The growing consensus in the United States that the tort system is in 
large measure responsible for the crisis in liability insurance has prompted wide- 
ranging demands for the reform of the tort system. Today hundreds of bills for 
tort reform are making their way through the state legislatures, and both houses 
of Congress. Although they vary in substance and style, the basic message 
remains the same: legislative intervention is needed to rein in the American tort 


system. 
The proposals for reform advanced by the Tort Policy Working Group 


are typical of the reform measures that are being proposed in the various state 


legislatures today. They include the following: 


1 See Appendix 2. 
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fe) placing legislative limits or "caps" on jury awards for such 
intangible or non-economic losses as "pain and suffering"; 


fe) placing similar "caps" on the award of punitive damages; 


fe) abolishing the doctrine of joint and several liability except in 
those cases where the co-defendants have acted in concert; 


fe) abolishing the recovery of collateral benefits; 


fe) substantially regulating the contingent fee system. 


In essence, these and other related proposals are concerned primarily 
with limiting or restricting the amount of damages that American juries can 
award for pain and suffering or for other equally intangible but more punitive 


objectives. 


These much-publicized American developments have undoubtedly 
affected perceptions in Canada as well. Even though the Canadian tort system 
differs in several important respects, observers could not be faulted for thinking 
that similar difficulties were developing in Canada as well. After all, we are a 
major trading partner of the United States. Many of our products are exported 
to that market, and consequently many of our exporters are affected by 


developments in American tort law. 


More importantly, however, the belief that court awards are escalating 
or that negligence liability is expanding is not without foundation. The recent 
and much-publicized award of $6.3 million imposed on the City of Brampton for 
Catastrophic injuries sustained by a young motorbike rider became, 
understandably, a rallying cry for American-style tort reform. In dozens of 
briefs, the Task Force was asked to consider placing legislative limits and 
restrictions upon the Ontario judiciary similar to those proposed in the United 
States. Many of these proposals however are rooted in a fundamental 
misunderstanding of Canadian tort law and the nature of the Ontario judicial 


system. 
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Ontario is not "California North": At Least Not Yet 


It is important at the outset to clarify some of the misconceptions that 
pervade much of the public debate about the Canadian tort system and the 
extent to which it can be blamed for the current insurance crisis. Although the 
American judicial system shares the common law tradition, the Canadian tort 
system is different in several important respects. The major differences are 


these: 


fe) Canadian tort cases are usually determined by a judge alone and 
not by juries. In the United States, the injured victim has a 
constitutionally guaranteed right to a jury trial, and multi-million 
dollar jury awards are commonplace. 


fe) The award for pain and suffering, which remains a _ large 
component of the personal injury award in the United States, was 
judicially limited in 1978 in Canada to a $100,000 maximum. 
Given inflation, this judicially imposed "cap" on pain and suffering 
is now approximately $184,000. 


fe) Punitive damages, which in the United States also constitute a 
significant component of the jury award in a serious injury case, 
are very rarely granted by Canadian courts. 


fe) The contingent fee system in use in the United States, which 
arguably leads to both more speculative actions being brought and 
to the inflation of awards by juries that are sensitive to the net 
value of awards to plaintiffs, is not widely utilized anywhere in 
Canada and is prohibited in Ontario. 


fo) A number of procedural devices, e.g., class actions that allow the 
aggregation of individual loss and play a significant role in 
American tort litigation, are not available in Ontario. 


In sum, Ontario is not "California North". Our tort system is different. 
There is no need to restrain juries because juries are rarely used. There is no 
need to place legislative limits on pain and suffering awards because a $100,000 
ceiling was imposed judicially in 1978. There is no need to regulate contingent 


fees or reform class actions because these too do not exist. 


Andyet, Chavingssaidivthisys themTaske Force? recognizes’ that ‘inewa 
fundamental way, even given the formal differences described above, there are 


deep similarities in the developing structure of American and Canadian tort law. 
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Although Ontario is decidedly not a California of the North today, there is every 
indication that it rnay become so in the foreseeable future -- not so much in the 
escalation of the size of awards but rather in the continuing expansion and 
extension of liability. This point is developed more fully below but perhaps a 


brief clarification is necessary. 


The inevitable tendency to track American developments in this area 
will not mainly be a in terms of the size of the award. After all, the $100,000 
Cap imposed by the "trilogy"! in 1978 will ensure that, for all intents and 
purposes, even Catastrophic injury litigation will be focused primarily on actual 
economic losses and objectively ascertained compensation needs for future care 
etc. The much publicized Brampton decision has been a source of much 
confusion on this point. In McErlean v. City of Brampton, the $6.3 million award 
to the young quadraplegic had two main components: approximately $3 million 
to compensate for actual injury, lost income and future care, costs, etc. -- and 
another $3 million as a necessary "gross-up" to deal with the tax consequences of 
investing the lump sum award over a number of years. There is nothing in the 
Brampton case.or in the other multi-million dollar judgments that we have 
reviewed that would suggest that Ontario courts are awarding "too much money". 
The $6.3 million award in the Brampton case has been fundamentally 
misunderstood both by the media and by many who are calling for tort reform. 
The real controversy in these cases, including Brampton, is not in the size of the 
award. Indeed, the Task Force learned that before the court gave judgment in 
this case, counsel had come to an agreement that if liability was found, an award 


of $6.3 million was a reasonable one in the circumstances. 


The importance of the Brampton decision and the seeds of continuing 
controversy lie, not in the size of the award, but rather in the imposition of 
liability. It is here that the Ontario tort system displays an unsettling but 
unavoidable parallel with the American. A crucial finding in the Trebilcock 
study was that the current "explosion" in American tort law was not the result of 
judicial extensions of already advanced American strict liability doctrines but 
rather the judicial extension of traditional negligence liability and its application 


to an ever-widening range of activities and injuries. The study found that: 


: Referring to the decisions of the Supreme Court of Canada in Andrews v. 
Grand & Toy, Arnold v. Teno, and Thornton v. Prince George. 
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..ethe so-called "explosion" of tort liability in the U.S. in the past 
quarter century has been quite explicitly an explosion of negligence 
liability rather than a substantial extension of the spheres of 
application of strict liability. Many of the sectors that have 
recently identified problems of insurability in the U.S. are 
indubitably governed by negligence principles. These factors 
comprise all suppliers of services (physicians and _ other 
professionals, daycare centres, municipalities, ski operators, bus 
and truck operators, etc.). The extension of liability to 
psychiatrists who fail to warn third parties of patients' dangerous 
propensities, the failure of tavern or restaurant proprieters to 
prevent patrons leaving their premises too drunk to drive safely; 
the liability of proprieters of nursing homes or daycare centres for 
abuse of patients or children by staff members; the liability of 
municipalities for abuse of authority, excessive force or failure to 
act by police officers, or for recreational accidents occurring in 
the course of activities organized under their aegis; the liability of 
physicians for "bad babies"; the liabilities of accountants for 
improperly executed audits, all represent extensions of liability to 
particular acts or omissions ee the application of traditional 
negligence principles. 


There is every indication that similar tendencies exist in Canadian 
negligence law and that similar developments will occur in the future in Canada 
as well. The reason for this inevitable expansion of liability, even within the 
bounds of traditional negligence doctrine, is a matter that is intractably and 
unavoidably rooted in what we will later describe as the "insurance-deterrence 


dilemma" in modern tort law. 


This point will be developed in more detail below. Suffice it to say here 
that the similarities between the Canadian and American tort systems will prove 
to be more significant than the formal differences that were described above. 
The differences in the future will be differences in degree not differences in 
kind. 


A number of briefs received by the Task Force anticipated these 
concerns and presented a series of specific proposals for the reform of the tort 


system. 


Proposals to Reform the Tort System 


The Task Force is particularly obliged to the Canadian Bar Association 


of Ontario (CBAO) for its thoughtful presentation. The reforms suggested by the 
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CBAO were also voiced by a number of other groups and associations, which had 


also identified other similar areas of concern. All of these reforms were 


proposed in good faith as measures that would help minimize or eliminate the 


waste, delay and inefficiency of the present tort system and make the tort- 


liability insurance system more predictable and less costly. The Task Force has 


Organized the main proposals without further attribution under the following 


eight categories: 


(1) 


(2) 


Family Law Act Reforms 


The concern here is that recent family law reform measures have 
allowed the relatives of an accident-victim to recover damages 
for loss of "care, guidance and companionship" in addition to 
pecuniary losses, not only in fatal accident cases, but also now in 
cases involving bodily injury. This provision, now section 61(2)(e) 
of the Family Law Act, 1986, is said to have resulted in a flood of 
numerous and often trivial claims by distant dependents. The 
proposal here is to amend this provision to limit recovery to those 
cases where the loss of guidance, care and companionship was 


shown to be "serious or permanent". 
Pre-judgment Interest 


The concern here is that the present pre-judgment interest rules 
in the Courts of Justice Act have created particular problems in 
the persona! injury area -- that more plaintiffs are now delaying 
the expeditious resolution of their claim in order to increase the 
pre-judgment interest award and that this in turn was 
exacerbating insurers’ difficulty in predicting reserves and overall 
premium pricing. To deal with these concerns, the reform 
suggested is an amendment to the rules that would provide that 
pre-judgment interest for non-economic losses in personal injury 
cases would not begin to run until sufficient medical information 
had been provided to the defendant or until the plaintiff had made 


himself available for medical examination. 
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Gross-up and Structured Judgments 


As noted earlier, a large part of the lump sum personal injury 
judgment reflects a tax "gross-up" component. The need for such 
a tax gross-up arises because, in certain cases of serious injury 
requiring long-term care, the normal award has to be increased to 
meet the tax obligations that will arise when the lump sum is 
invested. The gross-up problem does not arise, of course, where 
the parties agree to a "structured settlement" in lieu of a lump 


sum payment. Structured settlements are permitted under the 


Courts of Justice Act provided they are entered into with the 


consent of all parties. Injured plaintiffs who opt for the lump sum 


award (with the tax "gross-up" feature) can still do so. 


The proposal which was most frequently advanced is that the 


Courts of Justice Act be amended to give courts the discretionary 


power to impose a "structured judgment" in lieu of the lump sum, 
even upon an unwilling plaintiff when the court considers it to be 
in his or her best interest. In this way, the difficulties and 
uncertainties associated with "gross-up" would be avoided, 
judgments in serious personal injury cases would become smaller 


and liability insurance premiums would become more affordable. 


Collateral Benefits and "Double Recovery” 


The concern here is in the waste and duplication that arguably 
arises when courts allow injured victims the right to retain 
benefits received from collateral sources, e.g., private disability 
insurance, public assistance schemes, etc. By failing to include 
the collateral benefits in the calculation of the "actual" loss, 
courts are said to allow a "double recovery" on some of the items. 
The main proposal is for legislative intervention to reverse recent 
judicial decisions that have held that collateral benefits are 
irrelevant in calculating the amount the tortfeasor should be 
asked to pay. Other proposals would permit the retention of some 


benefits received from collateral sources, but not others. 
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Joint and Several Liability 


Under the provisions of the Negligence Act, joint tortfeasors are 
jointly and severally liable to the plaintiff for his injuries and thus 
equally responsible for the total award regardless of the 
respective degrees of fault or responsibility for the actual injury. 
The problem materializes when one or more of the joint 
tortfeasors turn out to be impecunious. The solvent co-defendant, 
who may have been only 1% to blame, will have to pay 100% of 


the judgment. 


The proposal here is to abolish the joint and several liability 
doctrine so that joint tortfeasors will be liable only in proportion 
to their degree of responsibility. The issue, of course, is who 
should bear the risk of a potentially impecunious defendant --the 
injured victim or a joint tortfeasor. Today the Negligence Act 
places the risk of an impecunious defendant on all of the joint 
tortfeasors. The reform being proposed would mean that 
plaintiffs entitled to a damage award would have to bear entirely 


the risks of non-recovery. 


ane svask. sPorce =recognizes) that §this. 1s sa matter ol some 
complexity. The Task Force also notes that the problem of joint 
and several liability is exacerbated in the context of professional 
liability. As the Lilly study shows, the imposition of concurrent 
liability and its juxtaposition with joint and several liability have 
caused serious problems for building professionals and has 
accentuated the need for a careful and systematic study of both 


of these doctrines. The Lilly Study is attached in Appendix 10. 
Limitations 


The current Limitations Act is an amalgam of statutory provisions 
from thirteen English statutes, some dating back to 1588. By any 
measure the current legislation is seriously out of date and in 
need of reform. Much of it is unintelligible to the layperson and 


unsuited to the needs of modern litigation. Fortunately, the 
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Ministry of the Attorney General is presently reviewing Bill 160, 


An Act to Revise the Limitations Act. Bill 160 received first 


reading on December 16, 19383, but then died on the Order Paper. 
The Policy Development Division of the Ministry of the Attorney 
General is currently soliciting views from industry groups and 
Organizations to see whether and to what extent Bill 160 should be 


modified and improved. 


The concerns expressed to the Task Force relate mainly to the 
problem of long-tail liability. The problems are particularly acute 


for architects, engineers and health-care professionals. 


Because the existing limitation periods (six years for tort and one 
year for medical injuries) run from the date of "discovery", this 
means liability can be imposed and damages awarded years after 
the actual service was performed, and in some cases even after 
the supplier of the service has retired and his or her "claims- 


made" coverage has lapsed. 


The reforms proposed here are reforms to add certainty and "cut- 
off" to long-tail claims. The Lilly study urges that limitation 
legislation be amended so that the limitation period for all 
professionals would run from the date of the last professional 


service: 
Good Samaritan Legislation 


A number of groups and organizations, particularly those in the 
voluntary sector, have urged that "Good Samaritan Legislation" be 
enacted to provide greater tort protection to volunteers providing 
medical assistance in good faith. Good Samaritan legislation is 
now in effect in Alberta and Nova Scotia. In these provinces 
Good Samaritans are immune from suit unless "gross negligence" 
can be shown. The Task Force also received proposals for 
application of the Good Samaritan approach beyond the realm of 


medical assistance. 
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This matter was studied by the Ontario Law Reform Commission 
(OERC) in 1970. The OLRC rejected the need for a Good 
Samaritan statute, noting that at that time the case for such 
legislative intervention had not been established. In their brief to 
the Task Force, the Ministry of the Attorney General notes that 
in the intervening years there have been no reported cases where 
Good Samaritans or other volunteers were held liable for assisting 
in a medical emergency. The brief asks why such legislation is 


now thought to be necessary. 


Notwithstanding the findings of the OLRC, the Task Force 
understands that the problems of insurance availability and 
affordability have been particularly acute in the voluntary sector. 
Indeed, Michigan and a number of other states are currently 
considering Good Samaritan legislation as a partial response to 


the insurance crisis. 
(7) Arbitration 


Finally, one of the briefs received suggested that arbitration of 
automobile accident benefits under the Standard Automobile 
Policy be instituted, at least on a trial basis, to faciliate a more 


expeditious resolution of the smaller automobile accident claims. 


Those were the main categories of suggested reform. They were not 
the only reforms suggested. Scattered through the dozens of other briefs and 
submissions were reform proposals relating to corporate law (incorporation of 
professionals and hospitals corporate liability), civil procedure (the demand fora 
a more generalized security for costs rule to minimize frivolous lawsuits) and tax 
reform (amendments to federal tax laws to accelerate reserve build-up for 


professional self-insurance plans), 
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The Chairman's Comments on Proposals to Reform the Tort System 


The Chairman of the Task Force is not a lawyer nor a scholar of the 
law. His own comments on proposals to reform the tort system are offered with 
more than a touch of humility and tentativeness. But they must be offered, for 
whatever help they may be to public debate and action. In the end, it is the 
citizens, not the lawyers, who must decide and support tort reforms or choose 


other courses. 


In the broadest sense, the choices are among an evolutionary, 
incremental, piecemea! approach to reform; a more fundamental, integrated, 
planned approach to reform; and some blend of the two. No one is satisfied with 
the status quo. Virtually everybody the Task Force encountered argued for 
change. The question is what changes and how. The Chairman believes that the 
main emphasis in the reform should be put on a fundamental, integrated, planned 
approach for reasons to be developed in the rest of this part of the report. But 
more evolutionary, incremental, piecemeal approaches also deserve careful 


consideration. 


In recent decades, partly as a result of legislation and regulation, but 
mainly through the tort-litigation system centring on the courts, change has been 
wrought in a gradualist, decentralized process that has attempted to reconcile 
the rights and responsibilities of individuals with those of society. In the work of 
the Task Force, the Chairman has come to respect what has been accomplished 
in this way in Canada and in Ontario. The concepts of tort have been interpreted 
and applied more widely to meet society's needs for compensation for bodily 
injury. The standards of compensation have been related to the changing needs 
and capabilities of Canadians. The standards have reflected changes in society's 
choices regarding home versus institutional care, and life-cycle income 
expectations in the country. These standards have been applied to individual 
cases, having regard for individual circumstances. Limits have been placed by 
the Supreme Court of Canada on awards for pain and suffering, limits which 
appear to have widespread acceptability in Canada. The outcome of the process 
is far from perfect, but it could have been much worse. Any other process that 
is used in whole or part to deal with compensation and deterrence in relation to 
accidents will have to deal with the same issues as the tort-litigation system has 
dealt with. 









a me ae ar a Teen th bahay Beenie Ja Pa i 

SH Zoevatadoe ef oppo Hiden | eh ae 
dtiw betelid es moneys Swat sir onivh vs eit wel 
seh Winn tte ‘sears ty 96 novel 8 nade story 
seit al 27’ baer sett Vit caer ta a ae yoverarian | 
saat fle ate ack . f yom eNISINO | om 


Ni ia ie . 7 yaa a, es > | BPO UGD YOHIO 
a i) Ce ta wan : er a Ph if i i 
jaanmigutows, Ae grena, oye eopiera at Pt rantiaaag a 
bey erg anil tstremabiia? wien s “gered y oe” toate a jatoterecal etromerze, 
fii boitnlaia al ono OM vow dete te onetd abe onus ymoliar ut Yisso gg banal p 
st ougie herecuiiesne weTe8 aRT Set: ‘ebodhyteys pila!‘ oup. eutete ont} 
writ deer aavriled Wiaeini odd ont wont bina aogriads| sé a) holszwdin dt soyniens. 
Te tenes betergernl , srereemmpiiyt: 4 net ‘od bluore ymnta sey nt slaerigme alam 
. fob | bigoger: 543 tp! Hise) eich to teas otf ni heqolewnb’ sd-or ences vod dqaengge! oP 
Guten siraeas ela ahaa. Laomazalg heabecoadeas iach i swm 
ae aaa 





yd ‘sekinien wis ‘sala ei ugor Pat i abuso Proera a) 
nese wei! agnacy ieaomisnt fr yer mvere et hoigay siberian colt dgudrdi yislem 
pulsing! yo) Oo OL QMeSTA abi pact ESL basitegtnaunb pratheubinny: Bm teignoww 
re Avg aft ‘ait Amine to #aorly thw vheuiivibe Lo voivitidienoges ons prigit itt | 
Beariadtcpir rics nat 2 ashi saegesy 2 ames aed ners) wit year) veal ody) 
bersiqeasl need oved Weg Ye a7 janwD alt sabiere® ny baa abenied nl yew eadtt nl . 
bio! wo} Hold axaag ines ve? sbonn wyasibog tore Oe oH wom baliggn brs 
uneven yhignaris wit or batales nape gal nolredrtagmag Lovebrtudrisne ont, seule | 
nyzsisow nl eugnaiio bespaltey ovul abamboase od? wnsibensD to eatritidaqas bas, 
sitbaal sloyseshl bam 4s Larceny a due parod | * gnibragey esolody 
Lsvblwibel’ of tetlgqe® We8d smelt wien eh a eee ae . 
i banal bonnes vce - onathowr a Taubi vidal apbrege giver eigen, | 


scsi i i | wiiderisoon ba cab} pa 
| | | me joy pina ae 
“ ipreapiga ho mee es 












The proposals for tort reform are mainly modest legislative or 
administrative changes that would help shape the framework or practices of the 
tort-litigation system. They were offered as contributions to the evolutionary, 
incremental, piecemeal approach to reform. The Canadian Bar Association of 
Ontario deserves commendation for its major effort to build a broad consensus 
around a set of modest proposals for tort reform; it is to be hoped that that 
process will continue. The subjects for reform were not held out to be causes of 
the insurance crisis, nor the reforms as cures. Rather, at a time when the 
insurance crunch created the possibility of building some consensus for reform, 
an effort at finding useful compromises on a number of issues was made among a 


wide range of interests, not just insurers. 


As to the substance of some of the proposals for tort reform, the 
Chairman offers the following comments. Regarding pre-judgment interest, it is 
important to note that no change is proposed in the entitlement to pre-judgment 
interest. 10r economic losses; this is as it should be. Regarding gross-up and 
structured settlements, as will be argued later in the Report, if structured 
settlements to meet the cost of care are not taxable (a proper position), then 
neither should the equivalent lump sums to meet the cost of care be taxable. 
The case for more use of structured settlements is a strong one, quite apart from 
the issue of taxation. Consideration should be given to allowing settlements to 
be made by way of a contract which would deliver a program of benefits, instead 
of the usual detailed structure based on assumed contingency and economic 
projections.. Regarding collateral benefits, the Chairman is inclined to disallow 
the right to retain benefits from public programs, at least for the improved 
program of auto accident benefits proposed later in this report. To deny 
collateral benefits arising from private arrangements does seem improper. No 
additional comments are offered on the Family Law Act, the joint and several 


liability doctrine, or limitation periods. 
Is Tort Reform the Answer? 
Can the basic problems that confront the tort-insurance system and 


that in large part have caused the liability insurance "crisis" be resolved through 


tort reform? The Task Force has given this difficult question careful thought; 
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indeed, it could not have done otherwise. As has already been acknowledged, in 
the area of personal injury compensation the tort system has played an ongoing 
and conscientious role. The Canadian courts have demonstrated a remarkable 
ability to respond institutionally when a response was required. For example, an 
important reason why Ontario has not become a "California North" was the sound 
judicial decision in 1978 to place a $100,000 cap on pain and suffering and thus to 
confine rigorously the otherwise arbitrary process of measuring intangible loss. 
The Task Force recognizes that in many areas the Canadian tort system has 
shown that it can be counted on to respond to the changing needs of Canadian 
society in sensible ways. In the last two decades the tort system -- both the 
judges and the personal injury bar -- have accomplished a great deal and have 


much to be proud of. 


The Task Force has concluded, however, that the problems that pervade 
the personal injury area and that in large measure have caused the current 
liability insurance "crisis" cannot be resolved through further reform of the tort 


system. 


The basic problem confronting the Task Force in the liability insurance 
area is threefold: availability, affordability and overall adequacy. The various 
proposals for reform discussed above and even the more dramatic measures 
suggested in the United States could conceivably improve matters, but not 


enough. Tort reform is not the answer for three basic reasons. 


First and foremost, no strong connection has been established between 
any of the eight or more areas of difficulty or all eight together and the present 
insurance Crisis in Ontario. No evidence has been adduced to demonstrate that 
any of these areas of difficulty are relatable to the present problems of the 
availability or affordability of insurance. In fairness to many of the groups that 
voiced these concerns, the point was made to the Task Force that such evidence 
would be difficult if not impossible to obtain. Nonetheless, even with the 
contributions of many experienced individuals, the Task Force was unable to 
determine the size or significance of the these various difficulties or their 
relevance to the current insurance crisis. Indeed, many of the proposals were 
offered as changes that would make only modest differences to the cost and 


availability of insurance. 
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Secondly, even if some or all of these measures were implemented, 
there is no reason to believe that the tort system would in fact be much 
"improved" or that the liability insurance system would be stabilized. The 
evidence thus far suggests that the sensible direction for reform is not in adding 
ad hoc restrictions to the tort system but rather in the analysis of its basic 


rationale. 


This brings us to the third and most important point. Any reform of the 
tort system should only be implemented when the objectives of that system have 
been satisfactorily identified. The growing contradiction between the 
deterrence objective and the compensation objective, particularly given the 
phenomenon of modern insurance, will be discussed in more detail below. Here, 
two questions will be asked. If deterrence is indeed the objective, and this 
objective requires that tortfeasors be exposed to all of the social costs of their 
negligent conduct and pay full compensation for injury, why is it justifiable to 
restrict or limit compensation awards as some of the reform proposals would do? 
On the other hand, if compensation is the objective, then why should recovery be 
limited or restricted in the ways suggested? As the Trebilcock study 
demonstrates, many of the tort reform proposals that are currently being 
considered both in the United States and in Canada are rendered incoherent when 


subjected to careful analysis. 


Much of the problem, of course, is that the analysis is itself confused 
and contradictory. This in large measure is the result of what we later describe 
as " the insurance-deterence dilemma". But whatever it is, it is certainly clear 
that when the operation and objectives of the tort system are mired in 
contradiction and confusion, adding ad hoc "reform" measures that exacerbate 


the problem is no solution. 
Some Interim Measures 
The Task Force offers a more fundamental approach to tort reform in 


Part IV below. It recognizes, however, that some time may elapse before these 


measures can be implemented. 
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Several of the proposals for tort reform set out above are sensible in 
themselves, even if they would not make big differences to the overall efficiency 
and equity of the tort system or the fundamental capacity of the property and 
Casualty insurance industry to meet the needs of insureds. They would probably 
do some good, and it appears to the Task Force little harm. They need not 
prevent the more fundamental approaches to tort reform. Therefore, the Task 


Force recommends that: 


B.23. The Government of Ontario should consider taking action to 
introduce changes in the spirit of the proposals reported above 
on pre-judgement interest, gross-up and structured settlements, 
and joint and several liability and limitations. The Government 
should consider the treatment of collateral benefits in 
connection with recommendations C.1 and C.2 below for reform 
of the compensation for bodily injury due to auto accidents. 
The Government should give prompt consideration to the risk 
and liability problems of volunteers. The industry and the 
Government should seek to develop and apply arbitration as an 
alternative method of dispute resolution in accident 
compensation cases. 


One of the most frustrating problems for the Task Force arose from the 
scarcity of systematic evidence on awards and settlements and on elements in 
the legislation and the tort-litigation system that contributed to the 
determination of awards and settlements. The Task Force attempted to develop 
additional evidence, but had neither the time nor the resources for a successful 
effort. The Task Force is convinced that it is possible and economical, 
particularly if sampling methods are used, to gather future evidence on awards 
and settlements and on the factors determining their nature and size. 


Accordingly, the Task Force recommends that: 


B.24 The Government of Ontario should develop and implement, with 
the co-operation of the industry, a statistical plan for the 
gathering of data and the analysis of awards and settlements of 
compensation for accidents, including the components that are 
used in building up overall awards or settlements. 


It is desirable that the analysis of awards and settlements be reviewed 
periodically by a committee of the Legislature, perhaps at the time of the 


review of the annual report of the Superintendent of Insurance. 
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The tort reforms described above should be studied further. Any that 
are implemented soon should be tracked, and all of them deserve more careful 
study than has taken place to date. The studies should first determine whether 
these reforms have improved, or would in fact improve, the performance and 
predictability of the tort-liability insurance system, and second, determine which 
of these reforms would help meet the primary objectives of the modern tort 


system. 


The Task Force notes that many of the items discussed above are 
already the subject of a major study that has just been commenced by the 
Ontario Law Reform Commission. The OLRC Project on Personal Injury 
Compensation provides an ideal opportunity for the further examination of these 
tort reform proposals. To this end, the Task Force will ensure that all the briefs 
and submissions received on these points and discussed briefly herein will be 
forwarded to Professor Stephen Waddams, the director of the Project on 


Personal Injury Compensation for his immediate attention. 
The Task Force also recommends that: 


B.25 The OLRC study should expand its mandate to include each of the 
eight reform areas that were discussed above. In particular, the 
question of joint and several liability, appropriate limitation 
periods, the need for Good Samaritan legislation, and the 
arbitration of accident benefits, should be added to the OLRC 
personal injury study. 


B.26 A parallel study should be commenced by the OLRC to address 
problems that go beyond the personal injury area and that relate 
to liability under the tort system in general, particularly in the 
professional liability sphere. The Task Force will ensure that the 
OLRC obtains a copy of the Lilly study and related briefs and 
papers so that such questions as concurrent liability, joint and 
several liability, appropriate limitation periods, incorporation by 
professionals and other matters raised therein can be studied in a 
careful and systematic way. 


B.27 The work of the Ontario Law Reform Commission in both of these 
areas should be accelerated so that its final report can be made 
available as soon as possible. 
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IV THE NEED FOR A FUNDAMENTALLY DIFFERENT APPROACH 
TO ACCIDENT COMPENSATION 


The Tort System in Context 


Many people believe that the tort system plays a central role in injury 
reparation. The tort system is but one part of a multi-faceted compensation 
system. Most injuries are dealt with outside the court system, on a no-tort basis. 
In a study completed for the Task Force, Osborne describes the existing array of 


federal and provincial no-tort compensation programs. 


The most obvious example, of course, is the Workers' Compensation 
Plan, which has been providing no-tort injury compensation since its enactment 
in 1914. Another is the Ontario Health Insurance Plan. A third is the range of 
no-fault benefits that have been "added on" to bolster automobile insurance 
coverage. Other examples are found in the disability benefits found under the 
unemployment insurance, Canada Pension Plan and veterans' allowance 
programs, provincial injury compensation schemes for victims of crime, and 
injury benefits that are available to many Canadians under private disability 


insurance plans. 


For most Canadians compensation for personal injury is handled without 
the use of judges, lawyers or courts. Compensation is paid directly to the injured 
first party on a no-tort basis. The social and economic significance of these first 
party no-tort injury compensation schemes is substantial: over $5 billion is paid 
out annually under these programs to accident victims in Canada. The 
proportional importance of tort within this larger context is relatively small: of 
the $2.5 billion that was paid out under various Ontario accident compensation 
schemes in 1981 to injury victims, only $250 million was paid through tort.! No- 
tort injury compensation, or what is popularly but somewhat inaccurately 
referred to as "no-fault" compensation, is not a novel notion in the overall 


Canadian context. Indeed, for most injuries, it is the norm. 


Nonetheless, it is fair to say that the tort litigation fragment continues 
to assume a pre-eminent role in the compensation delivery system. It continues 
to attract attention not because it is central but because it is inherently 


uncertain. 


I BS paper prepared for the Task Force by Philip Osborne and research cited 
therein. : 
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The Incoherence of Modern Tort Law: The Insurance-Deterrence Dilemma 


Modern tort law, both in the United States and in Canada, has in recent 
years undergone a major transformation. In the personal injury area it has been 
dramatically transformed from a mechanism primarily concerned with 
deterrence to one whose main purpose is Compensation. The Osborne study 


described this transformation as follows: 


Since the turn of the century the tort of negligence has expanded from 
a relatively narrow and circumscribed field of civil liability to a 
generalized remedy for virtually all victims of negligent conduct. The 
duty of care now extends to almost all persons involved in activities 
which involve a risk to life and limb. This expansion of the scope of the 
tort negligence has been accompanied by a steady reformulation of the 
rules of liability to withstand the scope of compensation and to 
minimize the difficulties of the plaintiff in proving his or her case. The 
development has been typically judicial -- cautious, incremental and 
broadly within the boundaries of the fault concept. Nevertheless, the 
sum of the individual changes is a massive transformation of the fault 
system. 


Both in the United States and in Canada tort law has seen the judicial 
expansion of negligence liability to include new areas of activity and injury. Ina 
study completed for the Task Force, Trebilcock describes the Canadian and 
American developments in some detail. It is sufficient to note here that, 
notwithstanding the formal distinctions described earlier, fundamentally the 
differences between the American and Canadian tort systems are differences of 
degree not differences in kind. The American and Canadian judiciaries have both 
learned to manipulate highly malleable negligence doctrines in order to respond 
to the changing needs of modern society. Both judiciaries have learned to use 


tort for loss distribution. 


Why has this transformation taken place? Here lies the irony. The 
basic reason for the dramatic transformation from deterrence to compensation is 


the phenomenon of modern liability insurance. 


The massive transformation of the fault system ... is a change which is 
explicable only on the basis of liability insurance and _ judicial 
compassion for the victims of social progress. Judges who in their 
written judgements give no indication of the prevalence of liability 
insurance are in fact keenly aware that in almost all cases the 
defendent is not paying, and that they are in the last analysis deciding 
whether or not the plaintiff should be compensated from insurance 
monies... The prevalence of liability insurance fundamentally altered 
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the moralistic nature of the loss shifting function of fault. The loss 
shifting mechanism was converted into a loss spreading mechanism and 
it became more realistic to speak of the fault system as a fault- 
insurance system. The punitive and deterrent aspects of fault were 
UBUD and compensation became the predominant function of tort 
law. 


We discuss in more detail below the reasons why insurance was bound to 
undermine deterrence. These findings have now been documented in the 
literature to which we will turn to shortly. But the judiciary, in both the U.S. 


and Canada, seem to have recognized intuitively the implications of insurance. 


Because of insurance, the analytical sequence in the judicial 
determination of "fault" has been reversed; rather than proceeding from a 
finding of liability to an award of compensation, the pervasiveness of insurance 
now has moved courts inevitably to look first to insurance and then to liability. 
The Trebilcock study found that "many judges even within a negligence regime 
are influenced by this revised sequence of insurance to liability in making 
determinations of negligence." Thus tort was effectively transformed into a 
system of social insurance for a wide range of societal risks, and it is the 
ultimate irony of the present insurance crisis that it was in the very success of 
modern liability insurance that the seeds were planted for the inevitable failure 


of tort. 


With liability insurance, and a progressive and conscientious judiciary, 
the insurance-deterrence conundrum is made complete. The courts know they 
cannot deter; they also know they cannot fully and completely compensate all 
victims for all accidental injury. Thus, a "radical indeterminacy" is inevitably 


introduced into tort and, hence, an inherent instability. 


In more human terms, the contradictory demands of the insurance- 
transformed tort system places an enormous strain upon the integrity of its 
judges. In a recent speech, Mr. Justice Krever of the Ontario Court of Appeal 
openly reflected on the incoherence of modern tort law and the inevitable 
pressures that sometimes lead judges into "intellectual dishonesty".! Mr. Justice 
Krever noted that judges will tend to find "fault" where none exists, so that 
totally innocent plaintiffs who suffer catastrophic injury can be adequately 


compensated by the wealthier insurers of equally blameless defendants. 





1 Osborne Study. 
2 Ontario Lawyers Weekly (February 21, 1986). 
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Mr. Justice Krever expressed a view that is undoubtedly shared by many of his 


colleagues: 


It is not satisfactory to continue to base compensation only on the 

necessity to find fault because there is a propensity in those cases 

where there will be no real compensation, unless there is fault, towards 
intellectual dishonesty. 

This is bad enough. But further tension is created when compensation 
has to be denied a seriously injured plaintiff simply because the elastic doctrines 
of modern negligence law have run out of elasticity and "fault" cannot be found. 
This happened in a recent case in which Mr. Justice Krever himself had sat as 
the trial judge. | A 58-year-old milkman was rendered a quadraplegic asa result 
of a non-negligently administered angiogram. He could not afford to hire help to 
turn him over two or three times at night as his medical condition required, and 
thus his 70-year-old wife had to do it herself. He could not afford to build 
ramps, or change the doorways where he lived, even to permit his wheelchair to 
be wheeled into the bathroom. The court found that "for all practical purposes, 
he became a virtual prisoner in the apartment". Nonetheless, despite the serious 
injury and the difficult consequences, Mr. Justice Krever had to deny 
compensation; "fault" could not be found and thus compensation could not be 


awarded. Mr. Justice Krever reflected on his decision: 


Here's a person who through no fault of his own, entrusting himself to 
the health care system, became incapable of supporting himself and his 
wife and living an ordinary life, incapable of relieving his wife of the 
obligation of getting up in the night to turn him over. All of these 
things could have been made available by an award of damages, but you 
have to find fault. 


He referred to his dilemma in the course of his reasons for judgment: 


I confess to a feeling of discomfort over this state of affairs. In an 
enlightened and compassionate society, in. which a patient who 
undergoes a necessary procedure who cannot afford to bear the entire 
loss through no fault of his own, and reposing full confidence in our 
system of medical care, suffers catastrophic disability but is not 
entitled to be compensated because of the absence of fault on the part 
of those involved in his care. While it may be that there is no remedy 
for this unfortunate and brave plaintiff and that this shortcoming 
cannot be corrected, there is in my view an urgent need for correction. 


1 Ferguson v. Hamilton Civic Hospital et. al. (1983) 40 O.R.2d.577. 
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The decision was appealed to the Ontario Court of Appeal, but the Court again 
had no alternative but to deny compensation. The Court of Appeal then said 


thiss 


We would not want to leave this case without adding that we are in 
complete sympathy and agreement with the learned trial judge's reasons 
... we agree that in a situation such as the instant one, "an enlightened 
and compassionate society", to use the words of the learned trial judge, 
should do more.! 


In many ways the modern tort system, at least in the personal injury 
area, has reached the limits of its capacity. It cannot continue to operate as a 
compensation mechanism using notions of negligence or fault. This will only 


deepen the incoherence, instability and continuing unpredictability. 


Any proposals for tort reform that continue to obscure the fundamental 
tension between insurance and deterrence should be rigorously resisted. The 
answer is not in adding illogic to incoherence, but in understanding that the tort 
system should not be asked to do the impossible. It cannot promote socially 
optimal insurance and deterrence objectives simultaneously. This is the present 


dilemma. There is no good reason to dig the courts into a deeper hole. 
The Need For Reform 


The answer lies in separating the compensation function from the 
deterrence function. The appropriate direction for reform would be in the design 
of a compensation system that works and also a deterrence system that works. 
Compensation should principled and prompt. Deterrence should be principled and 


precise. 


Although we have already suggested that in the personal injury area, 
the modern tort system cannot be counted on to perform these separate 
functions simultaneously, what if measures were taken to separate the 
compensation function from the deterrence function and then allow the tort 


system to continue doing one or the other. Could it succeed in either area? 


This matter has been explored extensively both theoretically and 


empirically. The literature is voluminous. Suffice it here to draw the reader's 


| Ferguson v. Hamilton Civil Hospital et. al., CSS Se Ue Our 20.07 orate aD 


(Ont. C.A.) 
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attention to the most salient conclusions on these points. First, the deterrence 


function. 


The Tort System and Deterrence 


The inability of the tort-insurance system to achieve a significant 
deterence objective has been documented in the literature. In 1979, the Ontario 
Law Reform Commission concluded that "tort law is a haphazard and inefficient 
means of deterrence." In 1984, the New South Wales Law Reform Commission 
went even further: "It is difficult to find any empirical evidence which proves 
that ... fault operates as an effective deterrent." A recent Canadian study 
summarized the reasons why the existing tort-insurance system cannot be 


expected to perform a deterrence role: 


The root assumption and one that puts into serious question the overall 
utility of tort law ability deterrence theory, is that our system of 
common law adjudication is efficient. This threshold assumption of the 
efficiency of our courts and their determination and imposition of 
liability is crucial. The precision and sensitivity (the "efficiency") 
required for market deterrence to be a workable concept in practice is 
extraordinary. What you need is nothing less than a responsive, 
sophisticated, perfectly informed and litigationally motivated plaintiff; 
a fully informed judiciary with a confident capability in differential 
calculus; a _ litigation process that precludes below-social-cost 
settlement practices and ensures the accurate and immediate 
imposition of liability upon the appropriate supplier; a suppliers’ 
marketplace that in fact does internalize the full brunt of the liability 
judgment and then reflects this internalization in subsequent product- 
pricing decisions; and, at the very least, a sophisticated insurance 
industry that is technologically able to resuscitate the deterrent effect 
of an insurance-covered tort judgment by means of a carefully 
calibrated and supplier-individualized rate-making procedure. 


In sum, market deterrence to be at all workable requires a high degree 
of product information, victim initiative, judicial care and capability, 
supplier responsiveness, and insurance industry precision. 


The same study went on to explain this analysis and reiterate the many 
findings world-wide as to why it is that the tort-insurance system cannot and 
does not achieve a significant deterrent objective. The reasons include the 


following: 





l Belobaba, Products Liability and Personal Injury Compensation in Canada: 


Towards Integration and Rationalization (1983). 
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fe) most injured people do not sue -- even when there isa reasonable 
basis for believing that the "fault" of another could be 


established; 


fe) for the small percentage of injury claims that actually proceed to 
litigation the parties are soon confronted with the highly elastic 
doctrinal norms of modern negligence law and with the realization 
that "fault" is not a self-defining concept, adding further 
imprecision and unpredictability to the process; 

fe) years may pass as the lawsuit winds its way through court with 


further delays that further dilute deterrence; 


fe) when judgment is finally delivered and damages are awarded there 
is no relationship between the severity of the sanction (the 


damage award) and the degree of "fault"; 


fe) the judgment that is finally handed down by a well-intentioned 
court is rarely paid by the individual wrong-doer: in 9 cases out 


of 10 insurance fully absorbs the impact of the judicial decision; 


fe) any residual impact that might notionally remain is at most by 
way of an adjustment or increase in the insurance premium, years 
later, and as a study of the New York Insurance Department 
concluded in its report on automobile insurance, "individual last 
moment driver mistakes -- undeterred by fear of death, injury, 
imprisonment, fine or loss of license -- surely cannot be deterred 
by fear of civil liability against which one is insured", or one could 
add, by fear of a belated and imprecise adjustment in one's 


insurance premium. 


Finally, even if these inefficiencies and obstacles could be cleared by a 
Herculian reform of the tort system, the question of deterrence, given the 
reality of modern insurance, is one that can be answered outside of tort. To the 
extent that modern insurance coverage means that in most situations deterrence 
will be achieved or will be achievable through the vehicle of premium variability 
or "experience rating", this very mechanism exists and can be worked into any 


first party no-tort acciacent compensation plan. That is, deterrence via higher 
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premium pricing or "penalty rating" is a common feature of many existing first 
party no-tort schemes and could easily be incorporated and developed as a 


component of the no-tort scheme that we set out in more detail below. 


In sum, the best evidence we have today suggests that deterrence alone 
cannot justify the retention of the tort litigation fragment for non-work injuries. 
The theoretical foundations for the tort-market deterrence mode! are shaky, the 
practical problems as described above are insurmountable and, given the 
pervasiveness of modern liability insurance, and the need for deterrence through 


premium variability the tort-deterrence debate is ultimately irrelevant. 


The Tort System and Compensation 


If deterrence must be discarded as a rationale for preserving tort, the 
only other rationale that remains and one that ironically continues to drive the 
tort system today, in the personal injury area at least, is compensation. Here, 
the modern theoretical and empirical literature in its evaluation of tort as a 
compensation mechanism is even more compelling. The compensation rationale, 


put simply, fails both in theory and in practice. 


The fundamental flaw in using tort to compensate through efficient 
insurance principles was explained in the Trebilcock study. The study correctly 
observed that efficient insurance cannot be delivered by the tort system because 
the system yields no coherent theory of how to identify the most efficient 
insurer. Given this incoherence and the uncertainties attendant on it, it would 
be futile to attempt to reform the tort system with insurance objectives or 


compensation objectives as the operative criteria. 


The practical difficulties of continuing to utilize tort primarily as a 
compensation mechanism in the personal injury area have been documented 
extensively. The Osborne study discusses the findings in detail and the reader is 
rererced stor ite 1obeiurineT amplification. | But here a brief summary may be 
useful. The basic reasons why the tort-insurance system remains an ineffective 


and inadequate compensation mechanism are: 


[Further support and documentation for these findings are provided in the 
Belobaba study. 
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Under tort, compensation is paid on an irrational basis. Even 
given the highly elastic and inevitably expanding “fault" liability 
doctrines, the seriously injured plaintiffs would still slip through 
the judicial net. For example, the 58-year-old milkman that was 
rendered a quadraplegic through the non-negligently administered 
angiogram discussed earlier should have been compensated. All of 
the judges hearing the case agreed that he should have been 
compensated, yet compensation was denied because "fault" could 
not be found. But if the compensation mechanism is intended to 
compensate for accidental injury, it should compensate for all 
accidental injury, whether slipping on a sidewalk, being hit by a 


car, or stupidly but tragically walking through a glass door. 


Under tort, more than half of all modern injuries go 
uncompensated. The best evidence that we have today indicates 
that only 1/3 to 1/2 of accident victims get any compensation 
through the tort system. Others, including those that are 
seriously or catastrophically injured, are left behind or slip 


through the cracks. 


Under tort, there is enormous delay. The tort system as it 
presently operates does not pay compensation promptly even to 
the winners. Evidence shows that it is not unusual for some cases 
to drag through the court system from 2 to 13 years. In the 
much-discussed Brampton decision, if liability is upheld on appeal, 
a further 3 or 4 years will go by before substantial compensation 
is actually paid -- in total some 13 years after the accident 


occurred. And these are the "winners" in the system. 


In a recent study, Feldthusen and McNair examined how the 
Canadian tort system treats the "winners".! They studied one of 
the trilogy decisions of 1978, Teno vs. Arnold, where the Supreme 
Court of Canada awarded $540,000 in damages to the parents of a 
severely disabled girl for injuries she sustained when hit by an ice 
cream truck that was driving through the neighbourhood. The 
case wound its way through the courts for nine years. Finally, the 
Supreme Court of Canada awarded the parents $540,000. Did the 
Tenos "win"? The Feldthusen and McNair study provides a 


troubling answer: 


Feldthusen and McNair, "General Damages in Personal Injury Suits: The 
Supreme Court Trilogy", (1979), 28 U. of Toronto, L.J. 381. 
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The strength of the tort system which seemed to lie in how 
well it treats its "winners" -- they are persons who not only 
secure a judgment in their favour, but whose lump sum 
award by pure chance proves adequate to meet their 
lifetime needs. But ask whether Mrs. Teno, with her 
daughter's best interests at heart, would not rationally have 
preferred assured future care expenses and basic income for 
life, payable more or less routinely without a trial in 1969, 
through almost 9 years of uncertainty and expense, 
culminating finally in 1978. Would not many successful 
plaintiffs trade the "justice" and "satisfaction" of litigation 
and the non-pecuniary damages, for the relatively low-cost, 
fast and secure benefits that would be available, under a no- 
tort compensation scheme? If this is true of the "winner" of 
one of the largest Canadian awards ever, what of the 
"losers" -- the unsuccessful plaintiffs, the victims of non- 
tortious accidents, and the tortfeasors themselves? 


(4) The present tort-insurance system, although run by a well- 
intentioned and compassionate judiciary, remains riddled with 
uncertainty and unpredictability -- so much so that many 
commentators have described tort litigation as a "lottery". In the 
leading study of this question, O'Connell summarized the various 
factors that combine to make tort litigation very much like a 


game of chance: 


The operation of the tort system is akin to a lottery. The 
most crucial criteria of payment are largely controlled by 
chance: 


a) Whether one is "lucky" enough to be injured by someone 
whose conduct or product can be proved faulty; 

b) Whether that party's insurance limits or assets are 
sufficient to promise an award or _ settlement 
commensurate with losses and expenses; 

c) Whether one's own innocence of faulty conduct can be 
proved; and 

d) Whether one has the good fortune to retain a lawyer 
who can exploit all the variables before an 
impressionable judge or jury, eels graphically 
portraying whatever pain one has suffered. 


(5) Even if all of the other deficiencies described above could be 
eliminated, the final one is the most serious: the inordinate 
financial cost of continuing to use tort for injury compensation. 
A large portion of every premium dollar is eaten up by the 
transaction costs of the tort-insurance system. More than 50 
cents of every premium dollar is absorbed in the administrative 


and legal costs of running the system. 


I O'Connell, The Lawsuit Lottery: Only the Lawyers Win (1979). 
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than 50 cents of the premium dollar is actually paid out in 
compensation under tort, compared with 80 to 90 cents that are paid 
out under no-tort insurance plans. As a recent Canadian study 


concluded: 


If you sat down to design a system for wasting and 
dissipating precious medical and insurance resources, you 
could not do any better than what we have now. 


The Trebilcock study came to the same conclusion: 


Compensation administered through the tort system -- in 
large part because of the uncertainties entailed -- is 
appallingly expensive. Victims receive only a little more 
than 1/3 of the monies entering the system, compared to 80 
or 90 per cent under most forms of first party or social 
insurance ... As a system of insurance or compensation, the 
Current tort system is on most criteria, an abject failure. 


In the personal injury area, tort should not be used either for deterrence 
or for compensation objectives. The former should be clarified and reinforced 
through a combination of regulatory initiatives at both the premium-pricing level 
(via a bonus-malus system described in more detail in Part C below) and at the 
public safety and Criminal Code enforcement level. The latter, compensation, 
should be dealt with separately in the context of a fair and more expeditious no- 


tort insurance system. 


The importance of separating compensation objectives from quality- 
control concerns in the design of a modern health and safety program was 
stressed in a recent study that was conducted for the federal Department of 
Health and Welfare on the "Potential Effect of Liability Claims on the Canadian 
Public Health Care System".4 The study examined the current crisis in the 
health care system and, in particular, the difficulties in the medical malpractice 
area: the changing nature of medical malpractice litigation, the increasing 
numbers of actions that are being brought against doctors, the spiralling 
increases in legal costs, and the growing delay in the processing and settlement 
of medical injury claims. The study concluded that "the civil liability system for 
the compensation of the disabled is cumbersome, cornplex and expensive" and 
urged that an alternative to litigation for the compensation of those disabled by 


medical injury had to be sought. The study said this: 


1 Belobaba study and references cited therein. 
2 Sellers study, attached in Appendix 17. 
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We should compensate the disabled regardless of how their disability 
was Caused. We should ensure that their quality of life is maintained. 
«-- The legal system does not ensure that the disabled are compensated 
unless negligence can be proved. As well, the tort system does not and 
cannot deal effectively with the health care professional who practices 
sub-standard care. Nor can it deal effectively with a negligent hospital 
Or with negligence in the health products industry. ... the issue of 
compensation for the disabled should be clearly separated from the 
issue of the regulatory requirements for maintaining the standards of 
health care. ... An alternative to litigation for the compensation of the 
disabled has to be sought. 


Towards a No-Tort System of Accident Compensation 


The fundamental solution lies in recognizing that compensation and 
deterrence must be separated and that the compensation job must be done 
through a more efficient and equitable first-party no-tort accident insurance 
system. The modern-day problem of injury compensation should be dealt with 
more efficiently and expeditiously -- not through tort but through insurance. 
Whether the reforms proposed below are to be instituted incrementally or more 
generally is a matter that must be left for the legislature. The Task Force will 


set out its views on this matter in more detail below. 
First, however, it is important to emphasize the following three points: 


(1) The design of the new insurance compensation system should 
proceed on a no-tort basis. This does not however mean a "no- 
fault" basis. Compensation, to be sure, will be provided on a "no- 
fault" basis, but fault will remain relevant and deterrence will be 
achieved through a more refined and rigorous penalty-rating or 


premium-pricing mechanism, as described earlier. 


(2) The delivery of the no-tort accident compensation system should 
remain primarily in the hands of the private insurance industry -- 
at least so long as private insurance can demonstrate that it has 
the financial capacity to design and administer such a scheme at 


affordable premium levels. 


The basic scheme that is envisaged by the Task Force is a no-tort 
accident insurance policy designed and delivered by private industry, 


providing unlimited medical and rehabilitation benefits, including cost 
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of care, and income replacement care benefits at levels that would be 


reasonably adequate for the vast majority of Ontario citizens. 
(3) Additional coverage for income replacement benefits in excess of 
the basic insurance package would be obtained on a first-party 


basis, through the voluntary purchase of additional "layers". 


To return then to the question of degree of implementation. The Task 


sees three basic choices once the principle of no-tort accident 


compensation has been accepted. They are as follows: 


(1) 


(2) 


NNo-Tort Injury Compensation for Automobile Accident Injury Only 


This would involve the redesign of the existing and compulsory 
automobile insurance scheme by raising the no-tort or "no-fault" 
benefits to accommodate the basic principle developed above and then 
to provide for the purchase of additional layers for those individuals 
who choose to obtain excess coverage above the basic norm. The 
province of Quebec has had a no-tort automobile accident insurance 
plan in operation since 1978. However, it is important to note that the 
Quebec scheme is government-run. The Task Force believes that in 
Ontario the private insurance industry should have the opportunity to 
demonstrate whether and to what extent it can be counted on to deliver 


the insurance product. 


No-Tort Injury Compensation For All Accidents 


In many ways this is the logical reform in the redesign of the Ontario 
injury compensation system. If workers' compensation remains as it 
is -- a government-run first-party no-tort compensation scheme, and if 
a no-tort automobile accident can be designed and delivered by private 
industry, then all that remains is an additional insurance dimension that 
would deal with the non-work, non-automobile injury. All accidents 


could then be covered. 


a 
oy Ws 


} - ' peditens i i my * 











7 (elt 


coi & 0 » panier. ‘3 “et 9 mg. 92 


yt ToT “hal sana te Penn, So neinaup ot os fix eibor oF 
(NIHIIOL,. Mondor to algioaleg. watt, Pane 


tose aimee tosbigah 


yor leamcss ert) qalreixe ay To ges nit, : desta hier, vt i 

ha} sree ony Yay ISqToeon ‘ad gnieler “d svirvsiytesn sone wel otidtienchoeto 

mare, its wv te seoaregb sigionig Sie me oil ptbomimmane a, elisned 
Leaaviwtbartl peer Ok Ra lanoliibba’ 19 emul ig sty it sbivetd at 


at mele eee | pai nce avods agais von stHINH dletde oe. seoar he) 
aun tnabicie wHdomerus Fet-on 2) bad: zaci sedoup to sontvend 
vi Tak apaey o, enairagend alte v0 vewoh B88), sonie noltmega-ni neig, i 7 


mw thes 


nl tei eevelled erg dew T gett TAPAS OA ai sivarton aedMU 
69 TinwINOgae melt ond ilugde yueubal SMe) Cee onsen a 
sowll y's pt 110) broraven oe ed PA: Joura ten nd bein verte ach stacria enna - 


isi picid 
- - 


einer wht ic. nginaoen oer ni mrotor ‘tesige ont ni rie pore bead 7 : a 
2] “a enigma OL een Dg IE ‘enenhiow w.. ‘ine: latch " ; wilh in 
11 bre premarin nolteaneagea dat bakpuniad Roe myeeviey 
maaying eG fevinenele 

ry 





all > 


(3) 


104 


The notion of a universal accident compensation scheme is not an 
unfamiliar one. New Zealand has had such a system since 1974 and by 
all reports it continues to operate efficiently, expeditiously and fairly. 
We have included a summary of the New Zealand system in Appendix 15 
to provide readers with a better sense of what universal accident 
compensation would entail. However, here again, it is important to 
stress that unlike New Zealand, the Ontario compensation scheme 


would be designed and delivered by the private insurance industry. 


No-Tort Compensation For All Disability 


This is really the logical extension of injury compensation -- the 
extension to include not just "accidental" injuries but indeed all 
disability -- accidental injury, sickness and disease. The literature has 
demonstrated that there is no principled basis upon which to 
differentiate accidental injury from congenital defects or disease- 


related disability. 


There would certainly be considerable advantage to a comprehensive 
approach to the needs of those disabled by accident and disease. As set 
out in Appendix 16, the uneven, patchwork nature of the present system 
of disability benefits in Ontario is particularly disturbing. For some 
time now, Officials of the federal and provincial governments have had 
ongoing discussions about the possibility of a comprehensive disability 
scheme. Phase! of the study was completed in 1983 and the First 
Report submitted to the Ministers of Social Services in September 1933. 
It outlined outlined the serious problems with Canada's disability 
income protection system and possible options for reform. In the 
second phase of the study, the Task Force was asked to develop and 
cost specific models. The draft Second Report was completed in 


November 1985 and is now under consideration. 


For all practical purposes, however, although a comprehensive disability 
prograrn was endorsed by the recent Macdonald Commission, it appears 
that universal disability may have to await a much wealthier economic 
base for its implementation and also a complicated process of 


rationalization between federal and provincial authorities and private 
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insurers of the vast array of no-tort compensation schemes described 
earlier, In many ways then, universal disability compensation, although 
logically compelling, is realistically unattainable in the short to medium 


term. 


The Task Force therefore recommends that: 


B.28 In the short term, a new accident compensation scheme should be 
implemented by the private insurance industry at least for 
automobile accident injury. (This proposal is developed in more 
detail in Part C below.) 


B.29 Ideally and as a medium-term objective, government should begin 
to work with the private insurance industry to design a universal 
accident compensation plan that would include compensation for 
all accidental injuries. 


B.30 Eventually and in the longer-term, federal and _ provincial 
governments should begin planning the co-ordination and 
rationalization of all existing first-party no-tort compensation 
schemes into a universal disability compensation program. 


e 


The Task Force recognizes that these recommendations will raise many 
questions about design and content. There will also be some opposition and 
objection in principle. However, most of the objections to no-tort compensation 
tend to disappear with explanation and education. Many of the questions have 


already been answered in the literature. 


The Task Force has not examined every detail in the design or delivery 
of a no-tort accident compensation system but it is confident that these details 
can be worked out through good-faith effort and an open-minded attitude. The 
basic thrust of our reform proposal is this: an important solution to the liability 
insurance crisis is in the development of a no-tort system of accident 


compensation. 
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PART C 
OTHER INSURANCE ISSUES 


I AUTOMOBILE INSURANCE 
Introduction 


The Task Force has set out in Part B its serious concerns with the 
equity and efficiency of the personal injury compensation system, and its 
conclusion that the modern-day problem of injury compensation should be dealt 
with more efficiently, more expeditiously and more fairly. It was also proposed 
that, at the present time, the first step towards such a system should take place 
in respect of automobile-related personal injury accidents. This part will 


elaborate on this proposal and other related recommendations. 


One particular empirical observation is important at this point. There 
are signs of significant changes in the bodily injury component of the automobile 
insurance system, which give rise to serious concerns about its continued 
acceptability to the public and its affordability in the future if present trends 
are left unchecked. As indicated in the paper on "Review of Trends and Cycles 
in Availability and Price of General Insurance Services" in Appendix 7, although 
the frequency of bodily injury claims per insured car has in fact declined slightly 
over the last five years (1981-1985), the average cost of claims per insured car 

has steadily increased by an annual average of 14.8% over the same period, 
| representing a real increase of 8.1% (after inflation). The increases are 
principally due to claims for bodily injury. The increase in costs appears to be 
concentrated in the smaller claims (less than $50,000) since claims over $50,000 
have increased by an annual average of only 6.2%. In the Task Force's view, this 
steady upward drift must be addressed now. It reflects dissatisfaction with the 
accident benefit program, which is contributing to increased use of the expensive 
tort/litigation system. The cost of the system is increasing, a trend that may 


soon press against the limits of affordability and acceptability. 


The discussion is arranged as follows. First, a brief description of the 
evolution of the automobile insurance system in Ontario is set out. Second, the 
proposals for fundamental change in the personal injury compensation system are 


put forward. Finally, the need to change the rate structure and rate 
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Classification will be discussed, as well as the possibility of some form of 
systematic rate monitoring and surveillance, and various improvements to the 


marketing of the compulsory insurance product. 


Evolution of the System of Automobile Insurance in Ontario 


In order to describe the evolution of the system of automobile insurance 
in Ontario, it would be most useful to focus on the Standard Automobile Policy. 
This will facilitate an understanding of the extent of coverage currently 
available and the interface between compulsory and non-compulsory automobile 


insurance. 


Section 201 of the Insurance Act provides that insurers shall use a 
uniform form of application, policy, endorsement or renewal certificate, as 
approved by the Superintendent of Insurance. The mandatory standard owner's 


form contains three broad sections. Each of these is discussed in turn. 


Section A deals with third-party liability and provides for compensation 
to be paid to third parties. More specifically, it stipulates that the insured shall 
be indemnified against liability imposed by law for loss or damages arising from 
the ownership, use or operation of the automobile, and resulting from bodily 
injury to or the death of any person, or damage to property. It should be noted 
that the indemnity applies not only to the insured but also to every other person 


who, with his or her consent, personally drives the automobile. 


This coverage was made compulsory in Ontario in March 1980, following 
the recommendations of the Select Committee on Company Law and the 
enactment of the Compulsory Automobile Insurance Act. As of March 1, 1981, 
the minimum compulsory coverage was increased from $100,000 to the current 
level of $200,000. It should be emphasized that this is the lowest limit that may 


be purchased, and consumers are urged to buy considerably higher amounts. 


Section B of the Standard Automobile Policy deals with Accident 
Benefits Coverage. In fact, it is in substance a separate policy, being 
independently set out in Schedule E of the Insurance Act, and should therefore be 


read as an independent document. The benefits are payable to the insured 
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regardless of fault. The provisions were implemented on an optional basis in 
1969, but were made mandatory in 1972 in all automobile insurance policies 
issued in Ontario that contained third-party liability coverage. The coverage 
was then enriched in 1978 to the current level of benefits noted in the following 
table. 


ACCIDENT BENEFITS 
(SECTION B, STANDARD AUTOMOBILE POLICY) 


MEDICAL PAYMENTS $25,000 per person including rehabilitation, 
excluding Government Health Insurance 
Plans. Time limit: 4 years. 


FUNERAL EXPENSE BENEFITS $1,000 maximum. 


DISABILITY INCOME BENEFITS 80% of wages, maximum of $140.00 weekly, 
104 weeks temporary. 
Lifetime total and permanent first day 
cover. Non-contributory first 14 days. 
° Unpaid housekeeper, $70.00 per week, 
maximum 12 weeks. 


DEATH BENEFITS Death within 2 years after accident. 
Head of household, no age limits, $10,000. 
Plus $1,000, each dependent beyond first, no 
limit. 
Spouse, no age limit, $10,000. 
Dependent child, $2,000. 


It should be noted that all provinces have now opted for some form of 
add-on no-fault bodily injury compensation, with the notable exception of 
Quebec, which has opted for a no-tort system for personal injury compensation. 


The accompanying chart sets out the comparative compensation schemes. 


Note that Section B now includes mandatory uninsured motorist 
coverage. This provides coverage to the policy-holder in the event that he or she 


is injured through the fault of an uninsured motorist. 


Finally, reference should be made to Section C of the Standard 
Automobile Policy, which provides for four different subclasses of coverage for 
loss of or damage to the insured automobile, from which the insured can make 


his/her selection: 
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Subsection | All Perils - The insurer agrees to indemnify the insured against 
direct and accidental loss of or damage to the automobile, 
including its equipment, from all perils, as defined. 


Subsection 2 Collision or Upset - The insurer's obligation is limited to loss or 
damage caused by collision with another object or by upset. 


Subsection 3 Comprehensive - The insurer's obligation is limited to damage 
from perils other than by collision with another object or by 
upset. 


Subsection 4 Specified Perils - The insurer's obligation is limited to damage 
caused by fire, lightning, theft or attempt thereat, windstorm, 
earthquake, hail, explosion, riot or civil commotion, falling or 
forced landing of aircraft or of parts thereof, rising water, or the 
stranding, sinking, burning, derailment or collision of any 
conveyance in or upon which the automobile is being transported 
on land or water. 


Each occurrence, with minor exceptions, shall give rise to a separate 
claim, and the insurer's liability is limited to the amount of loss in excess of the 


selected deductible amount. 


In any discussion of the evolution of the autombile insurance system in 
Ontario, mention must be made of a particularly important component of the 
current Ontario structure relating to compulsory automobile insurance -- the 
Facility Association. With the advent of compulsory automobile insurance in 
1980, it was imperative to ensure that all drivers had access to the necessary 
insurance. Rather than adopt the "take all comers" principle advocated by the 
Select Committee whereby all insurers would have to accept all applicants, the 
Facility Association was created as a successor to the Facility. It is a non-profit 
organization comprising all licensed automobile insurers in Ontario who share the 


losses of the organization. 


The principal purpose of the Association is to guarantee market 
availability upon payment of the premium to any licensed driver in Ontario who 
Cannot obtain insurance through the ordinary market system. Insurance is placed 
through some eleven servicing carriers who are licensed insurers. The rates 
charged for business placed are uniform, and reviewed by the Superintendent. 
The coverages are such as to ensure the availability of automobile insurance as 
required by law. (Note that in December 1985, under special authority, the 
Association undertook to permit limits for third-party liability of up to $5 
million (U.S.) inclusive, to meet the special filing requirements of the United 


States Inter-State Commerce Commission with respect to Canadian Carriers.) 
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The primary users of the Facility Association have been high-risk 
drivers, including young male drivers. As noted above, during the recent hard 
market, it has become clear to the Task Force that an unusual number of drivers 
have been classed as unacceptable high risk drivers by insurers and have been 
directed to the Facility Association. This is a disturbing trend, and will be 
addressed in greater detail in the discussion of the proposed changes to the rate 
structure, possible forms of rate regulation, and improvements to the marketing 


of automobile insurance generally and the compulsory component in particular. 


The foregoing discussion has sketched the evolution of the system of 
automobile insurance in Ontario. The next section will deal with proposals for 


fundamental changes to the personal injury compensation system. 


Options for Reform of the Automobile-Related Personal 
Injury Compensation System in Ontario 


As noted earlier, the Task Force is seriously concerned with the longer- 
term implication for the equity, efficiency and affordability of the present 
system, and of the steady upward drift in average settlements and awards for 


bodily injury. 


The foregoing concerns have led the Task Force to question the 
efficacy of the current system of accident benefits. When accident benefits 
were first introduced, it was expected that with ready access to expeditious, up- 
front no-fault payments, accident victims would find it less necessary to resort 
to the expensive tort system. This clearly has not happened. Instead, the level 
of accident benefits has stagnated since 1978 and deteriorated substantially in 
real terms so as to provide very little incentive to innocent accident victims not 
to pursue their actions through the tort system. Indeed, the income replacement 


component has now fallen behind the minimum wage. 


Special note should also be made of severe constraints often imposed on 
accident victims by the $25,000 cap on first-party medical payments, including 


rehabilitation. In this connection, the Task Force notes that a number of groups 
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and individuals have made thoughtful submissions stressing the value of 
rehabilitation services in not only maximizing the recovery and well-being of 
accident victims, but also in minimizing expensive outlays for other types of 


medical expenses. 


The Task Force has closely examined a number of options for reform to 
the personal injury compensation system with a view to improving both its 
efficiency and equity. Some of the experiences in other jurisdictions are set out 
in detail in Appendices 12, 13, 14 and 15. It is important to emphasize at this 
point that the Task Force will only address options to reform the bodily injury 
component of the automobile insurance system, and it is not proposing to make 


any alterations in respect of the property damage component at this time. 


Based on this examination the Task Force has concluded that an 
essential element in the reform of the bodily injury component of the automobile 
insurance system is first-party insurance coverage. The foundation of any 
reform must be compensation for losses and costs due to bodily injury that meets 
the standards of the majority of the population fairly, efficiently, promptly, 
economically, predictably and with as little litigation as possible. The Task 
Force is convinced that the new system can be delivered privately by the general 
insurance industry subject to minimum guidance from government. The Task 


Force therefore recommends that: 


C.1 The Government of Ontario should work with the insurance 
industry to devise the framework for the private delivery of the 
new system of personal injury compensation recommended herein. 
Particular emphasis should be placed on ensuring the provision by 
the industry of adequate layers of first-party insurance coverage 
above the minimum mandatory compensation levels, as well as 
ensuring access to adequate rehabilitation services. In addition, 
the industry, with the assistance of the Government, should 
establish a pooling mechanism such as a catastrophic claims fund 
to ensure that all insurers, regardless of size, be in a position to 
meet their obligations to provide first-party coverage in respect 
of victims of catastrophic injury. The Facility Association can 
perhaps provide the necessary mechanism. Finally, the 
Government must ensure that the industry establishes adequate 
dispute resolution mechanisms, whether by way of expeditious 
arbitration or otherwise. 


C.2 The Government of Ontario should then introduce a mandatory 
system of auto insurance for personal injury compensation 
whereby all insureds purchase a basic minimum level of insurance 
including coverage for loss of income, costs of care, and unlimited 
rehabilitation and medical expenses. The minimum level for loss 
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of income should be set at a level such as to cover a clear 
majority of the population of Ontario, and should be subject to the 
appropriate cost of living indexation formula, and to an annual 
review by a committee of the Legislature. Where considered 
appropriate, insureds could purchase additional layers of income 
replacement coverage on an individual or group basis. 


In establishing the appropriate basic mandatory compensation program, 
it would be desirable to establish a level such that a majority of the population in 
Ontario could rely on the automatic coverage, and would not have to purchase 
additional layers of insurance for income replacement related to bodily injury 
from auto accidents. In this connection, further study must be made of the 
income distribution in Ontario, but based on some preliminary research, the Task 
Force suggests that a mandatory first-party insurance coverage based on an 
income replacement compensation of net income up to the equivalent of a gross 
maximum weekly wage or salary of $600 (approximately $31,000 per annum) 
might be appropriate. Additional layers of income replacement could be 
available on an optional basis within first-party coverage in automobile insurance 
contracts. Other categories must be established such as to provide appropriate 
minimum levels of compensation to such persons as homemakers, children and 
students. Lifetime benefits would be provided, and would be adjusted to the 


degree of impairment of earning capacity, as appropriate. 


One particular issue that must be addressed in connection with the 
provision of the costs of care of injured persons, particularly those who are 
seriously and permanently injured, is how to ensure that the design, 
administration and scale of benefits of the system, are sufficiently flexible to 
accomodate important social choices, such as those favouring home care over 
institutionalized care. The Task Force is of the view that this should be given 


close attention. 


With respect to the other compensation components, the Task Force 
recommends unlimited rehabilitation and medical benefits. The Task Force has 
been much impressed with the value and cost-effectiveness of rehabilitation. 
Moreover, drawing on the experience in Michigan in particular, as described 
below, unlimited benefits can be handled by the private industry, in conjunction 
with a Catastrophic claims fund to spread the risk. A 1982 study in Michigan 


perhaps demonstrates this value most succinctly with the following observation: 
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"Recent estimates have shown that for every dollar spent on 
rehabilitation, nine dollars are returned through increased productivity. 
and that for every rehabilitated spinal cord injury, $60,000 in future 
medical and nursing home costs are saved. However, a successful 
rehabilitation is generally possible only if an individual gets appropriate 
treatment as soon after the accident as possible. Placing a ceiling on 
Personal Injury Protection payments will serve to introduce uncertainty 
for the injured individuals on whether or not he or she can afford 
rehabilitation treatments. This uncertainty inevitably causes delay and 
markedly reduces the possibility of successful rehabilitation." 


With respect to the private delivery of any new system of personal 
injury compensation, the Task Force is convinced that the private general 
insurance industry is ready, willing, and able to provide the necessary first-party 
coverage -- both the mandatory minimum component and the subsequent layers 
of coverage -- tailored to an individual's personal income circumstances. In this 
connection, it is interesting to note that in Quebec, where a no-tort 
compensation system is already in place, the private insurers provide 
supplementary disability insurance on an individual or group basis beyond the 
minimum coverage provided by La Régie d'assurance automobiles. In addition, 
they stand ready to supply the minimum mandatory coverage as required by the 
government, should the government decide to spin off this function from 


La Régie. 


Certain areas would of course require special attention. For example, 
the government must be vigilant and ensure that adequate rehabilitation services 
are provided by the private sector. In this connection, the Task Force has been 
made aware of the already substantial private sector involvement in the 


provision of rehabilitation services at the present time. 


Insurers must also be required to establish expeditious and fair internal 
arbitration procedures to deal with unsatisfied insureds, perhaps similar to the 
procedures set out in Section 125 of the Insurance Act in respect of fire 
insurance. (See also Section 207(8) in respect of disagreement over appraisals in 
respect of automobile accidents.) Indeed, it is interesting to note that as early 
as 1979, the Select Committee recommended the extension of this access to 
arbitration to all kinds of property and casualty insurance. Many others have 
recommended greater use of the Arbitrators' Institute of Canada Inc. In any 
event, there is certainly no compelling reason at this stage for a publicly 
established administrative review system such as the Workers' Compensation 


Board and the recently created Worker's Compensation Appeal Board. 
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Nonetheless, the situation must be monitored closely. 


In addition, consideration must be given to the integration of the 
private insurance benefits with the panoply of available public benefits. For 
example, at present, under a special agreement with the Ontario Health 
Insurance Plan, most but not all insurers have arranged to compensate OHIP 
according to a pre-established formula, in return for which OHIP has given up its 
right of subrogation. This, however, applies only to motor vehicle accidents 
where the wrongdoer is insured. If the wrongdoer is uninsured and a claim is 
asserted against the victim and insurer pursuant to the uninsured motorist cover, 
OHIP still has the right to assert its subrogated interest. Certainly, new 
arrangements with OHIP must be worked out as part of any new compensation 


scheme for victims of automobile accidents. 


More generally, however, a more rational approach to resolving the 
variety of subrogated interests is required in order to enhance the efficiency 
and equity of the new compensation system. This will involve an examination, 
among other things, of the Vocational Rehabilitation Program operated by 
Ontario's Ministry of Community and Social Services to assist in modifications to 
the home and workplace; prosthetic devices and retraining; the Residential 
Rehabilitation Assistance Program operated by Canada Mortgage and Housing 
Corporation for home modifications; the assistive devices program of the 
Ministry of Health of Ontario, which pays approximately 75% of the assistive 
devices for persons 21 years of age or younger; Unemployment Insurance; and the 
Canada Pension Plan. The subrogated interests of the Vocational Rehabilitation 
Program as well as the CHAMP Program sponsored by the War Amputations of 


Canada must also be considered. 


Finally, in concluding this discussion of the private delivery of the new 
compensation system, mention must be made of the need to assist the industry in 
forming a pool to spread the risks of catastrophic claims. This is an essential 
mechanism in order to ensure that the obligation to provide unlimited 
rehabilitation and medical benefits does not impose an excessive and unfair 
burden on small insurance companies that happen to have insured persons who 


suffer catastrophic injuries. 
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Such an industry association has been successfully formed in the state 
of Michigan. All automobile insurers are required to be members. The 
association is directed to indemnify insurers for all losses that are expected to 
exceed $250,000 and to "calculate and charge to members of the association a 
total premium sufficient to cover the expected losses and expenses of the 
association", according to a statutory formula. The structure and operation of 
the Association are set out in detail in Appendix 14. Conceivably, Ontario could 
draw on this experience and that of the Facility Association to create the 


necessary mechanism. 


Consideration must also be given to the so-called "pain and suffering" 
Or non-economic component of damages. As has been emphasized in Part B 
above, there is already a firm cap on such damages imposed by the Supreme 
Court of Canada -- $100,000 in 1978 dollars, now approximately $184,000. It 
must be noted that a component for pain and suffering could be built into the 
basic compensation system, if considered desirable by the government, and then 
purchased as part of the additional layers of protection. ' The point should be 
made, however, that most commentators in the personal injury compensation 
literature discouraged the addition of any non-pecuniary item to an injury 
compensation plan. The matter remains controversial and will undoubtedly have 


to be resolved in due course, as the no-tort insurance plan takes shape. 


The Task Force is convinced that such a new system of personal injury 
compensation would meet the standards set out above. It should go a long way 
toward reducing the trend toward litigiousness -- toward no-tort or limited use 
of the tort system for compensation for bodily injury from auto accidents. But 
in view of the fundamental distortions, inefficiencies, inequities and lottery 
nature of unrestrained use of the tort system in this field, the government should 
consider limitations on its use. The Chairman's preference is for a no-tort 
system in this field as set out in recommendation C.3, but he recognizes that the 
threshold limitation set out in recommendation C.4 may be more acceptable at 
this time, even though he considers that it would be inequitable. The Task Force 


therefore recommends that: 


C.3 The Government of Ontario should consider elimination of resort 
to tort/litigation system with respect to personal injury 
compensation from automobile accidents; or 


C.4 The Government of Ontario should consider substantially limiting 
resort to the tort/litigation system with respect to personal injury 
compensation from automobile accidents, by way of a threshold. 
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The basic case for substitution of a compensation and deterrence 
system for the existing tort/litigation system has been set out in Part B of this 
Report. More efficient and equitable systems are available. A compensation 
system such as the one described above, together with the deterrence and 
incentive system discussed below, is likely to be a more appropriate framework 
within which to deal with bodily injury from auto accidents for the decades 


ahead. 


It is important to recognize the accomplishments of the tort/litigation 
system as it has evolved in Canada and in Ontario during the last few decades. It 
has played a leading role, often in spite of rather than with the help of 
governments, in adapting the standards and ranges of application of 
compensation for bodily injury to the needs and capabilities of society. It has 
interpreted the changes in social values and applied them to individual cases. It 
has reflected society's changing preferences for home over institutional care for 
some severely and permenently injured persons. It has interpreted changes in 
standards of living in adjudicating income replacement and supplementation. It 
has established what society appears to consider reasonable standards for non- 
economic damages, such as pain and suffering. It has promoted high standards of 


professional conduct. 


Why then consider eliminating or limiting the resort to the 
tort/litigation system for bodily injury arising from auto accidents? First, there 
are signs that it is deteriorating; that it has had to try to accomplish too many 
objectives with too few instruments. Second, there are signs of increased 
litigiousness in society, particularly regarding bodily injury from auto accidents, 
which may not be adequately discouraged by the new system of personal injury 
compensation recommended above. Third, the system is not now able to deal 
with the accident injury compensation in a principled, consistent way, for 


reasons set out in Part B of this Report. 


Having said this, however, if the decision is nonetheless made to 
preserve the tort/litigation fragment for use in special circumstances, the 
difficulty remains in designing the appropriate "threshold". Should it be a 
"monetary" threshold that would permit litigation when actual or anticipated 


income losses exceed those offered under the basic insurance plan? Or should it 
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be a "verbal" threshold that would attempt to reserve access to tort for those 
cases where serious injury has resulted in "loss of a bodily function or permanent 
disfigurement"? Both of these approaches present further difficulty. If the 
threshold is a monetary one geared to excess-income claims, does it make sense 
to retain the tort vehicle for these situations? The only persons who would 
resort to lawsuits for these excess economic claims would be those who had 
chosen not to purchase additional layers of coverage. If this is so, would there 
not then be cross-subsidization of the higher-income earners? And if a verbal 
threshold is employed so that non-pecuniary recovery can be obtained for the 
permanently disabling injury, does it make sense to preserve tort litigation, given 
the "cap" on pain and suffering, and given that in any event this item of 
intangible injury could be made a component of the basic first-party no-tort 


insurance package? 


The Task Force raises these concerns because it recognizes that a 
number of American states have opted for a "modified" tort/no-tort system for 
automobile injury compensation. These states have done so, however, in the 
context of an American court system that presently allows an unlimited recovery 
for intangible losses such as pain and suffering. This is not the case in Canada. 
Thus, any discussion in the Ontario context of the value of "modified" tort and 
the viability of a "threshold" should understand this difference in our law, and 


should address the questions raised above. 


The Task Force is convinced that incentives to for good behaviour and 
penalties or deterrents for bad behaviour should be a part of the auto insurance 
system. These should involve the implementation of a bonus-malus system, safe 
driving campaigns, better safety standards and equipment, and stricter criminal 
code sanctions, and also changes to an integrated data base relating to driver 
claims' histories and convictions records, and to permit insurers to have access 
to this information on an on-line basis. Accordingly, the Task Force recommends 


that: 


C.5 In conjunction with the introduction of a new system of personal 
injury compensation, the Government of Ontario should work with 
the insurance industry on an urgent basis to enhance the deterrent 
to hazardous driving, and to implement an effective bonus-malus 
system for setting automobile premium rates. At the same time, 
the Attorneys-General of both Ontario and Canada should be 
strongly encouraged to continue their efforts to ensure more 
appropriate criminal penalties in respect of unsafe driving. 
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C.6 To ensure the effectiveness of the bonus-malus system, the 
Government of Ontario should work with the industry to devise a 
plan to create an integrated data base to provide drivers’ claims 
histories, conviction records and driving experience, and explore 
how to make this essential information available on an on-line 
basis. 


With respect to the bonus-malus system, it would be useful to first set 
out some background to the bonus-malus systems now in existence, with 
particular reference to the claims-rated system so successfully implemented by 
the Insurance Corporation of British Columbia. It will then be possible to put 


forward some recommendations for appropriate reform in Ontario. 


Since the 1960s, a number of European countries have developed, as 
part of the automobile rating system, a bonus-malus system designed to reflect 
the claims recorded against a vehicle. The bonus, or merit factor, is a premium 
discount the insured is entitled to if no claim is made in the policy period. The 
malus, or demerit factor, is a premium increase charged as a result of a claim 


made during that period. 


The key elements of the system are illustrated by examining the table 


used in Switzerland, as follows: 


Bonus (Discount) Entry Point (Surcharge) Malu: 


Step OL ee lege Z, 3 RG Die eae Se OPS ONeL LS 21 Lael De wWiG* Vets. 19 20° 21 
% $50 50 60 60 70 70 80 80 100 100 120 120 140 140 170 170 200 200 230 230 270 270 


The system considers claims against the policy, regardless of the driver 
of the vehicle. A new owner enters the system at Step 9 (100%) and moves down 
the scale (bonus) for each subsequent claims-free year, with a premium reduction 
at two-year intervals. For each claim reported, the insured regresses (malus) by 
three steps and the renewal will be subject to the appropriate differential, e.g., 
one claim, 140%, two claims, 170%. The increments on the scale are arbitrarily 


established by the regulatory authorities and not actuarially cost-justified. 


There are some who doubt that a similar system could be adapted to the 
Canadian market as it exists today. First of all, there has to be complete co- 
operation on the part of insurers to voluntarily exchange claims information, so 


as to prevent an insured person from obtaining a more favourable position on the 
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scale by changing companies and withholding historic information. In 
Switzerland there are only twenty-six companies, with four of them writing 60% 
of the business. In Ontario there are over a hundred companies competing for 
the available business, with no one predominant company in the market. The 
Task Force believes, however, that both these objections can be overcome 


through the appropriate design of the Ontario system as set out herein. 


The ICBC claims-rated scale provides the most useful model for 
Ontario and should be set out in some detail. As of January 1, 1983, premiums 
for ICBC Autoplan coverages were charged according to a Claims-Rated scale of 
discounts and surcharges. (Note that in British Columbia, the insurance renewal 
is payable at the same time as the motor vehicle licence renewal, and the decal 
and insurance certificate are both issued by the ICBC Autoplan Agent or Motor 


Licence Office.) 


The features of the claims-rated scale are as follows: 


-O Each Third-Party Liability and Collision claim for which a 
payment is made moves the vehicle owner's premium three steps 
up the scale. There is no limit to the number of steps, or levels, 
above the base rate. 


fe) Each claim-free year moves the vehicle owner's premium one step 
down the scale until it reaches the fourth and lowest level of 
discount. 

fe) As an incentive for improvement, where a premium is still above 


the base rate after three consecutive claim-free years, it will be 
returned to the base rate. 


fe) Introduction of a "forgiveness" feature, which means that where 
liability in a claim paid in 1986 is 25% or less, the premium will 
not be increased. 


° The position on the Claim-Rated Scale is not affected by claims 
for No-Fault Accident Benefits, hit-and-run, windshield, theft, or 
vandalism claims, or any other loss paid under Comprehensive, 
Specified Perils, Underinsured Motorist Protection, loss of Use 
coverage, or Claims for loss under $10. 


° Responsibility for the use of a vehicle remains with the owner, 
whether it is driven by the owner or by another person with the 
owner's permission. 


Oo A driver or vehicle owner coming from outside the province is 
required to verify eligibility for a discount or enter at the base 
rate. Verification requires the insured to make a declaration and 
to present documents from prior insurers showing claim status for 
the previous four years. 
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In investigating the system of automobile insurance in British Columbia, 
the Task Force was particularly impressed with the effectiveness and efficiency 
of the claims-rated scale. There appears to be no reason why a similar system 


could not be equally successfully implemented in Ontario. 


The Task Force notes, however, that the success of the ICBC system is 
due in large measure to the comprehensive data base to which all brokers have 
access; the fact that insurance renewal is linked to motor vehicle licence 
renewal; and that the decal and insurance certificate are both issued by the 
ICBC Autoplan Agent or Motor Licence Office. In the Task Force's view, it is 
entirely feasible to introduce a similar link between vehicle registration and 
automobile insurance in Ontario at this time, given that auto licensing is now 


changed to associating licence plates with owners rather than vehicles. 


Moreover, it will provide the key element in the development of an 
integrated data base -- something that is critical as more and more emphasis is 
being placed on driving record and experience for premium rating criteria. In 
this connection, the Task Force is well aware of the less-than-adequate state of 
the automobile industry data bases and access to claims information and 
conviction records. For example, the Task Force has been informed that 
automobile insurers face delays of up to six weeks in obtaining motor vehicle 
abstracts from the Ministry of Transportation and Communications. This is 


totally unacceptable. 


Fortunately, some steps have been taken toward the eventual 
implementation of a 24-hour "tape to tape" exchange between insurers and MTC. 
In late fall of 1985, a successful pilot project was undertaken by Royal Insurance 
Canada and the Ministry. A more extensive implementation of this project has 
not been forthcoming, perhaps pending clarification of the insurer's right to the 
necessary information under the proposed "Freedom of Information and 
Individual Privacy Act", although individuals do consent to the insurer's access to 


this information when they complete their application for insurance. 


In addition, several significant developments in respect of industry data 
bases were announced in March 1986. In particular, the Insurers' Advisory 


Organization has received a couple of proposals to develop and implement an 
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automobile claims tracking data base and reporting service that would track 
automobile insurance claims by drivers' licence number. Subscribers to the 
system could access the system, which would report the claims history of the 
driver. Insurers would be able to obtain this information quickly, without 
searching loss histories with other companies, and could readily identify false or 
misleading applications. It is understood that the IAO has approved the proposal 
and the concept in principle, and that implementation appears to be contingent 


upon further investigations of the cost. 


In addition to a bonus-malus system and the related data base proposals 
discussed above, much more emphasis must be placed on initiatives such as safe 
driving campaigns, driver education courses, the use of safety equipment such as 
seat belts, special children's car seats, and so forth. In this connection, the 
experience in British Columbia is again encouraging. The ICBC has put a great 
deal of effort into a "buckle-up" campaign, and nearly 75% of British Columbia 
drivers use seat belts compared with an average of 63% for all eight Canadian 
provinces with seat belt legislation. Statistics now prove that the use of seat 
belts has reduced traffic fatalities by at least 60%. And for every 1% increase 
in seat belt use across British Columbia, deaths and injuries are significantly 


reduced, resulting in a community cost savings of $1.35 million per year. 


Finally, the Task Force welcomes and encourages the recent efforts of 
both the provincial and federal Attorneys-General in strengthening the criminal 
code sanctions against dangerous driving. This already has had and will continue 
to have a beneficial impact on the safety on our roads and reduce the probability 


of automobile accidents. 


Automobile Rate Structure 


The primary issue that has arisen in respect of the automobile rate 
structure in Ontario is the question of classification by age, sex and marital 
status. This will therefore be addressed in reasonable detail. In addition, the 
Task Force has been made aware of many other instances of contentious rating 
practices, such as that of linking premiums for close relatives even if they drive 


different cars, and that of very high premiums charged to parents of children 





sient ats hoverge od Ot oa Sat aes ane delta AN | 
tnagnling od oF. ny, ne ee 
i icuiniiiragirnnnedcntne: > 
ris ag ha. nu. er aie. Wis 

sisi sued tt bei iat ile eget aaa 
ots: 2¢ ror sevissitini no bessiq 90 reo aitarigeiing: es alalacapiaa 
ee sstue insingiupe retee Yo seu arit bred Holsouba vavinh yengleqmas gniviy 
orld holroenNGD sidd nl vlinet ox ene sete e> endrblido ‘Lstoege etled ta0r 
teorg 6 tuq 264 DED) eff .geigewoone nisgs zi sidwlod delzine nl soneieqxs 
sldernrlese) feds ind to HCY ylseen, baa tylaqmE "queebloud" 6 oni tots to ipah 
nsthansvarigia le 201 62 to ays a/ ne iw: bsseqena: ated Ysne sau erevind 
ipee io om ort tert svorq won aoiteinet2’ Noli sizigel tied seu dtlw esonivery 
sesaroni #t. weve 0! bray WPG2 seweh 36. vd qwitiietss bitten! beoubss earl edisd 
yiinenilingie s6 bo heir, brs. exizesh aidmuleD deithed eeotms sav tied gace ai 
aeey a nollie ae, el to aghivar T8099 wianaatace ys 5 ni griiziuesr beduba 


ly erwiie Ie297 ont ssgamwenny bra ssmualaw aol shest ont vila? 

lanimiss ers Roineigynette ay LnywrmidasyanortA tsrebe? brs. lstonivow ei dod 

eunitnus Iliw bos ber esr ybaews eltT .yiivind euowmgneb taniege enoitonae sbeo 

Yillidaderg err baubei bas sbaot tao ao yrstse eds no 28qmi Lsibitened s evar oF 
. | ' | : bi atid moje to 






i Lik ‘tend on 
nsa1:stteinaiin ett es ialages dana aie ONE, Wigation?, 
laviem be Kee oye Ve-froisecibiensls to nokrebup: ont ¢ ohsin@ ‘al smsoute 
crit woltibbs nl .ateb eldancesen i bovewtbie od erotersrts Ulw eid suai” 
gnite? woknsitnes to agonateri rectioy yr de seem read ear 2709 nest. 
svinb ots 2s awe apyrhnaly wats | 





123 


under 22 years of age who may drive the family car. The rationale for such 
practices seems to be the fact that insurance companies provide coverage to 
anyone driving the car with the owner's permission. Therefore, insurers 
understandably insurers want to ensure that all potential drivers have good 
driving records. Note also that, since the Highway Traffic Act makes the owner 
liable for the negligence of the authorized drivers of the vehicle, without third- 


party insurance every owner would be at risk. 


The Task Force recognizes the serious concerns that such rating 
practices have elicited on the part of the public, and urges the Superintendent of 
Insurance to work with the insurance industry in seeking out the appropriate 
means to address the complaints. The root of many of the problems, however, 
lies with the questionable use of age, sex and marital status classifications, a 
subject to which the discussion will now be directed. The current classification 
system for automobile premiums has evolved in a complicated fashion. 
Currently there are no less than fourteen different classifications of drivers. 
Both insurers and actuaries insist, however, that this is entirely consistent with 
and justified by the evidence of the statistical probability that certain classes of 


drivers are more likely to be involved in an accident. 


Discussions on whether or not to develop alternative rating criteria to 
eliminate those of age, sex and marital status have been ongoing for some time. 
The Select Committee on Company Law put forward its recommendation for the 
elimination of these criteria in 1978. Since that time, British Columbia, 
Saskatchewan, Manitoba and Quebec (at least in respect of bodily injury) have 


taken steps to eliminate the classifications. 


On January 1, 1985, the Statistical Plan, prepared by the Insurance 
Bureau of Canada at the instruction of the provincial Superintendents of 
Insurance, was amended to begin the collection of certain alternate data. This 
Plan captures automobile insurance data for all Canadian jurisdictions other than 
those provinces with public automobile insurance systems. Because of the need 
to obtain the concurrence of all the provincial superintendents on the matter, it 
is clear that some passage of time may be required to implement this 
recommendation. Indeed, the industry argues that it may be 1990 before the 
industry has statistics that are sufficiently credible to formally delete age, sex 
and marital status criteria. However, it is highly likely that a variety of legal 


challenges will not countenance such a delay. 
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For example, the consensus of opinion appears to be that the use of the 
gender criterion by public bodies subject to the Charter infringes the Charter of 
Rights and Freedoms and is open to successful challenge. The use of the age 
criterion was successfully challenged under the Ontario Human Rights Code in 
the recent case of Bates v. Zurich Insurance Company. The case is presently 


under appeal. 


Regardless of the legality of the particular criteria, it appears clear to 
the Task Force that age, sex and marital status have outlived their usefulness as 
surrogates for the degree of risk or hazard that persons impose on the system. 
Instead, the focus should be placed on driving records, driving experience and 
perhaps mileage as more logically supportable alternatives. In this connection, it 
is useful to note that both the Superintendent and the Facility Association are 
not opposed to replacing age, sex and marital status criteria as soon as adequate 


alternative criteria can be found. 


The Facility Association anticipates major difficulties in considering 
alternative criteria such as driving experience because of the difficulty in 
obtaining information on accidents and convictions for 16- and 17-year-olds as a 
group, due to the Young Offenders Act. Yet the Facility Association could be 
required to lead the way in Ontario in dealing with this issue if, due to its being 


regulated by the government, it is forced to comply with the Charter. 


It should be noted parenthetically that, to its credit, the Facility 
Association does build in a small discount for young drivers that offsets the 
higher premium to some extent. More specifically, private passenger vehicle 
premiums include a 9% commission for male drivers aged 16 to 22, and an 11% 
commission for all other classes. Similarly, the IAO advises that its rates for 
classes 10, 11 and 12 (unmarried male, age 16 to 18, age 19, 20 and age 21, 22) 
- the three highest risks in their manual -- include a lower level of expense 
loading. IAO rates for these classes only allow a 10% commission and they 
deduct 2% from company operating expenses. In a recent filing, the expense 
loading for these classes was 23.3% compared to 27.5%, or about 15% less than 
all other classes. The Task Force has been informed that most insurers have 


adopted this procedure. 
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In light of the foregoing discussion, the Task Force recommends that: 


C.7 The Superintendent of Insurance together with his counterparts on 
the Canadian Council of Superintendents of Insurance should take 
the necessary action to ensure that all automobile insurers in the 
various jurisdictions comply with the reporting requirements 
under the Statistical Plan as amended on January 1, 1985. 


C.8 The Government of Ontario should encourage its provincial 
counterparts to support a uniform date between January l, 1989, 
and September 1, 1989, for the implementation of the elimination 
of age, sex and marital status criteria. This should give the 
industry adequate time to collect and analyze data, and be ready 
to apply appropriate alternate criteria. 


Rate Regulation 


The Task Force has emphasized that the primary problem in the 
automobile insurance market is that of affordability as opposed to availability, 
and that fundamental change is required in respect of the bodily injury 
component of the insurance premium as distinct from the property damage 
component. Many of the recommendations in the preceding sections will, the 
Task Force believes, cumulatively promote the objective of a more cost- 
effective and equitable automobile insurance system leading to better service, 
lower premiums, or both. For example, the adoption of a no-tort system for 
bodily injury is demonstrably cost-effective. In addition, the eventual 
elimination of age, sex and marital status classifications and the adoption of an 
effective bonus-malus system will ensure that the burden of higher premiums is 


placed on the truly high-risk drivers. 


The possibility of a broader government presence in rate-making must 
now be briefly addressed. This is dealt with in detail in Part D in the context of 
proposals for a more systematic evaluation, monitoring and surveillance of rates 
in all lines of general insurance, not simply automobile. This section will deal 
only with certain observations relating to compulsory automobile insurance. In 
this connection, the Task Force believes that stronger powers of rate regulation 
in respect of the Compulsory Automobile Insurance Act would be appropriate at 


this time. A little background to recommendations in this area would be useful. 





selt tu ‘maldong. veming ole aris POR ante ane wes oat. ats fe 
Vitidelieve. oF bsenqqo ei villidstrotte to sari? ei gopiemn, sone went ‘olidomorus 
ymwinl. ylibed ort to Toeqeed rh besiupey el sgniarts lasnemebout vat bins 


pgemad cregorg set) meal spniselb es \muinegy aonswieni att to snenaqaiwo, | 
rie tliw enoisre2 gribeoeq att vb anolebnsmimansy ett Yo yeunM ePMaROgMaD) 


Jie, wom # io, ayitoside any) stoner lovitelumu> stevelled so297 ainsT 

solving wayed ©} ghibest manuye gonmuenl stidemozue eldesiupe bre enlraatie 

Yor metaye toi-on 6 46 aeiegobs ont, yolomaxa: OF atlood 10 yerwitmeny vwol 
Leutniave oft ..nolribbe nl. sav iipe thestaoy idewangongh , ai gusjnk \llbod 

ne to nebapbs ett bew sholtssitisests must lathe bss xee .296 to noivanimnils 

2| eine ag aon sd pobre ont os ower bliw easaye mulme-einod evis>eite, 
| i ite. _ovevav ia — aalaclealal fe — 


Teun goidom~ohet th sansearq tremnrv0g whined Bio ytilidixesq: ont. | 

io siernee sclz al C.tast ni dieteb i daha vob. ei eidT bases bith vitebd aden 

29761 to sonaliiev we baa gnhoringm Noltwiave vitemetnye som 6 It etseogery 
eels ihiw noltose 2idT  sshidemedie ‘vigeila ton ysonswenl inrenag, to pet Heni 

nl. vsonéweni clidomome ytoatuqmen 92 -sniteher plese itiw ylae 

noltsluge? ster do rise saghowe tat eovaiied soy08 Masih ac eapiroennso ic 





16 e28liqorags od bivow IA, sovsswenl elidemoruA YraeiugmoD arly. to goegest ni 


-lutesu od sana a olzzil A omy sina 


- fi : 1 D ot Naw si nt Mt a =* 


2 
7 


_ wey > 





o oe ‘iA oe ad 


126 


The Compulsory Insurance Act gives the Superintendent the power to 
approve or disallow rates for the residual market that are not in accordance with 
Statistical evidence, experience or other justifiable factors, by-laws, and articles 
of the Facility Association. The Act defines the Facility Association and 
authorizes it to establish a plan of operation to include the compulsory third- 
party liability and accident benefits coverage as well as the non-compulsory 
coverage. Officials in the Office of the Superintendent have taken the position 
that they have the authority to approve all rates filed by the Facility 
Association, not only the rates for compulsory coverage, and in fact are acting 
on this basis. Their view is that the plan of operation must be changed to 
exclude non-compulsory coverage in order for them to confine their regulatory 


scope to compulsory coverage. 


No similar authority for the Office of the Superintendent is contained 
in the Insurance Act since Sections 369-371 of the Act have not been 
proclaimed. Accordingly, for the segment of the compulsory automobile 
insurance that resides in the voluntary market, the Superintendent's role is 
limited to the monitoring ef market conduct by responding to specific 


complaints, and the Office relies on competition as an effective regulator. 


In the practical application of the Superintendent's powers to approve 
rates for the Facility Association, the approval process is slow as it requires 
public notice and a hearing, and the preparation reflects a shortage of casualty 
actuarial skills. The delays have a significant financial impact because the lower 


rates are used for an extended period of time which is now up to four months. 


There appears to be confusion about the extent of the Superintendent's 
authority over the non-compulsory coverage offered by the Facility Association 


to the residual market. To address this, the Task Force recommends that: 


C.9 The Compulsory Automobile Insurance Act should be amended to 
clarify and extend the Superintendent's regulatory power to the 
non-compulsory component of coverage in respect of both rate 
levels and classifications and surcharges used by the Facility 
Association. 


More generally, the Task Force is also of the view that the public is not 
yet able, as it should be, to obtain the compulsory insurance product at the 


-lowest possible cost. One change that might ensure the availability of at least 
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compulsory insurance at the lowest cost would the establishment of a mandatory 
basic rating classification system as recommended by the Select Committee in 
1978. This of course would have to be examined in conjunction with the above 
recommendations for elimination of age, sex and marital status classifications. 


To date, such a broad-based scheme has been strongly resisted. 


The Task Force has concluded that the establishment of a mandatory 
basic classification system, at least with respect to compulsory automobile 
insurance, would be a valuable step to take at this time. It is therefore 


recommended that: 


C.10 The Superintendent of Insurance should undertake immediate 
steps together with the insurance industry to explore the 
implementation of a mandatory basic classification system, at 
least with respect to compulsory automobile insurance, with a 
view to its broader application if appropriate. This would take 
place in conjunction with the elimination of age, sex and marital 
status criteria as recommended above. 


Self-Insurers and the Compulsory Automobile Insurance Act 


The Task Force was directed by the Minister of Consumer and 
Commercial Relations to consider the request of the Municipality of 
Metropolitan Toronto for an amendment to the regulation under the Compulsory 
Automobile Insurance Act to exempt any municipality which maintains self- 


insurance from the requirements under the Act. 


To meet the legislative requirements of the Act, every operator of a 
licensed vehicle must carry a motor vehicle liability insurance card as evidence 
of insurance. In order to comply, the Metropolitan Corporation obtained a 
Standard Automobile Policy from a licensed insurer for automobile insurance 
coverage. The Corporation also entered into an indemnification agreement with 
the insurer, which included provision for the repayment to the insurer of the full 
amount of every claim paid by the insurer under the policy. In effect, therefore, 


the Corporation is self-insured. 


The Compulsory Insurance Act permits any person or group of persons 
to be exempted from the provisions of the Act subject to such conditions as are 


set out in an appropriate regulation. One exemption has been made with 
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conditions requiring a plan for financial responsibility, an appointed 
administrator, an undertaking to pay claims to the same extent as an insurer, and 


for the issuing of a certificate of insurance. 


The Task Force has considered the request by the Municipality for a 
similar exemption in the light of the current capacity problems in the Ontario 
insurance market and, in particular, in view of the provincial initiatives to 


promote self-insurance through reciprocal insurance exchanges. 


The Task Force is of the view that municipalities and other public 
authorities in Ontario have the resources and expertise to establish a plan for 
self-insurance with suitable administrative and financial guarantees for the 


payment of claims. The Task Force therefore recommends that: 


C.11 Municipal corporations and other public authorities in Ontario 
that establish, either on their own or with other municipal 
corporations or public authorities, an adequate plan with 
appropriate financial guarantees to the satisfaction of the 
Ministry's officials, should be entitled to apply to the Minister for 
the appropriate exemption from the Compulsory Automobile 
Insurance Act, and that the terms of the plan, as approved, should 
be set forth in the exempting regulations. 


Addendum: Commercial Vehicles 


This discussion of the automobile insurance industry must not be viewed 
as restricted to personal lines. Rather, the Task Force believes that commercial 
vehicles such as taxis, truckers, rent-a-car fleets, motor coaches and so forth 
will also benefit from the recommendations set out above; notably, those in 
respect of the new no-tort personal injury compensation scheme. Vehicles 
crossing the border into the United States will, of course, continue to encounter 
serious problems of affordability and perhaps availability, but this issue is dealt 


with in greater detail above in Part B in respect of the liability insurance crisis. 


Il PERSONAL AND COMMERCIAL PROPERTY INSURANCE 
AND OTHER LINES 


The personal and commercial property insurance market has certainly 
not encountered the same degree of structural and cyclical pressures as the 


liability insurance sector. Nevertheless, the unusually hard market we have 
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experienced has clearly had adverse spillover effects on property insurance and 
other lines of general insurance. The following discussion highlights the main 
problems encountered by insureds in this area, and puts forward certain 


recommendations to address them. 


Personal Lines 


Personal lines insurance includes homeowners' policies, tenants! 
packages, and condominium unit owners' policies, together with ancillary 
coverages to protect specific articles and needs. It also encompasses personal 
liability insurance, to protect individual consumers against occupiers' liability 


claims and so forth. 


The Task Force is aware of the need for an adequate supply of 
reasonably priced coverage to protect an individual's investment in both real and 
personal assets. There is no evidence that such insurance is not readily available 
throughout the province and that a relatively stable market exists with no 
apparent capacity problems, other than those associated with specific insurers. 
Moreover, in comparison to liability insurance, property insurance is clearly 
viewed as a "safe", desirable line of business. Consequently, there is a high 
degree of competition in terms of both rate and coverage, and affordability is 


not a major problem. 


The Task Force's concerns are therefore rather limited and relate to 
certain questions of availability and adequacy of property insurance. For 
example, individual insurers may decline to provide insurance on an older 
dwelling regardless of its condition or completed renovations. This increasing 
selectivity by age appears to restrict the availability of insurance in the older 


sections of cities and small towns of the province. 


In 1965, the Fire, Housing and Legislation Committee of the City of 
Toronto dealt with similar complaints about the lack of availability of insurance 


for downtown residential properties. In response, the Department of Insurance 
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and insurance industry representatives established a set of guiding principles, 


stating in part: 


(1) "Rejection of an application or cancellation or refusal to renew a 
policy because of the physical condition of the property shall not 
occur without prior inspection of the premises." 


(2) "If the property is not insurable because of physical hazards, the 
owner will be advised by the company, its agent, or its inspector 
of the specific improvements or repairs that are required to meet 
reasonable underwriting standards." 


These guiding principles provided an effective antidote to the problem 
that existed at that time. It now appears that the current trend towards "red- 
lining" by insurance companies is increasing to the detriment of the consumer, 


and requires a similar response. The Task Force therefore recommends that: 


C.12 The guiding principles of the Industry/Government Committee 
should be reaffirmed and circulated periodically, to remind those 
in the insurance industry of their obligations with respect to the 
rejection of an application or cancellation or refusal to renew a 
policy because of the physical condition of the property, and that 
indiscriminate rejection of insurance applications by reason of 
area be discontinued. 


Another concern of the Task Force is with the adequacy of coverage. 
To begin with, there is no single standard policy for personal property coverage 
in the insurance industry. Each insurer markets its own range of products, 
providing a multitude of differing forms of protection. While this provides a 
wide variety of choice for the consumer, it makes it difficult for that consumer 
to comparison-shop in any meaningful way. In addition, the diversity of 
coverages creates problems in producing meaningful statistical data by the 


industry as a whole. 


Most personal lines policies providing coverage on buildings or dwellings 
are written on a homeowner's form. This may be on a "named-perils" basis or on 
an "all-risk" basis, with little uniformity between the products offered by the 
various insurance companies active in the province. The premium for such 
policies is a set premium based on the amount of building coverage, and is not 
built up from the various components of the policy. This has created difficulties 


in attempting to establish a breakdown of the premium. Most insurers insist 
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that coverage on a building be maintained to a set percentage of the 


replacement value of that building. 


Many insurers now offer guaranteed replacement endorsements, which 
protect the consumer in the event that the valuation placed on the building is 
incorrect. This endorsement ensures that replacement of the building in the 
event of serious loss will be on the basis of the replacement cost, irrespective of 


the amount of insurance carried on the building. 


In an attempt to encourage a greater choice of options for the insured, 
the Select Committee on Company Law in 1979 suggested a core coverage as a 
standard coverage to be offered by all insurers -- either as a separate policy or 
as a component of a wider "package" of coverage. The Committee suggested 
that the core coverage might be defined as "coverage on the dwelling against 
fire and all major perils currently provided for in the majority of homeowner's 
policies, and full-replacement cost coverage on the dwelling with no upper limit 
on recovery or, alternatively, a high upper limit -- say $250,000." Further 
coverages related to protection against liability or contents losses could also be 
_incorporated into the core, if the industry were satisfied that the formulation of 
these coverages met the needs of a majority of policyholders. It was expected 
that this concept would aid in the provision of rating data on a more usable basis, 
as well as providing the consumer with an opportunity to obtain and compare 


quotes from a number of insurers on a uniform coverage basis. 


In its submission to the Task Force, the Consumers' Association of 
Canada objected specifically to the indivisibility of the coverages and premium 
in the homeowners! policy. It was argued, for example, that the coverage 
provided for "outbuildings" or "detached private structures" may not be required 


and ought to be optional. 


The Task Force considers this to be a valid concern and recommends 
that all insurers consider the provision of composite dwelling policies that allow 
individual consumers the choice of coverages that they feel they require. The 
Task Force further believes that it would be useful for the insurance industry to 
seriously consider once more the Select Committee proposals, and accordingly 


recommends that: 





i bry 7 


fore wih Sl set ln, enaa «eben. adie 

& 2h sgEyeYD e209 # beteeggue OXOL ni wet ynagmed ae sertimmoed toelez att 
1 ¥pliog sioeqee 6 a yerthie — rio weni He. yd bewtto od of syaimyon bisbaste 
beg aogge payrimnmeD ont . eyeTerom. fo. “egatong” nabiw 6 To Inanogmad 8 pi | 
teniags geil bewrty artt no sys7sve>" es beniieb od trgim sgeteves #100 ert isnt 
| arent wncinernert by ‘utixotem af ni voy babivesy ybinevw> elited 1ojsin Me baw sit 
“rial wage on dive grlilawb ads no sgsvsveo 7409. nemeralger-livt brs -tebsilog 
worn *.000,0R82" yee Tied seqow dyin “ey ilevEedtetle gio ynevenst no 
die! ola bart sacol zineroe 70 YAilidell Taniegs nelkzeI0N 97 Henelos sogerives 
to picriselomnal ott Darl heilelsae every ytreubal erty ti yee’ end? oni beds roquean| 
Dae asgN® ww Jt erablon'yaileg 40 yiholem & to eesn avid 3ecn, eoyeTVOD ogoctt 
thine sidney orérn and Bish gniten to, noisier ait ni bie blew tqsconen ait sat 
. ene bre rusado ‘ot Vilaymeyqo he ark yemaned. ott gribivo wm EY ile a 
shad spprereo wictin & ne Hower 0 planed smeatapeaee 


to moijpiogerA emilee oity 20v0F aes ails cs falas ti pl 
mulaw7g brie eqeveves alt fe yiticiaivibal att OF “bkeoitionae baseide ebanad 
sameves mio dart valgmhexs WR bowie eswe at | .xailog *erenwesmed edt’ i 
boiupet add sen ba Neomrurie etaving bariosteh" 10 "eqninietan” yw? beblvorg 
Rowers chatnl ay oak 





132 


C.13 The insurance industry should seriously consider, on an urgent 
basis, ways to provide a greater choice of options and flexibility 
to both the homeowners' and the tenants' package policies. 


Commercial Lines 


The reluctance or, in some cases, inability of individual insurers to 
underwrite commercial property insurance is perceived by the Task Force as 
being of greater concern than in personal lines. There are some areas where 
there are only a limited number of markets available; in other areas, individual 
insurers have retired from writing what to them had been traditional lines; while 
in yet others, insurers have re-underwritten their entire books of business. All of 
these, together with price increases, have caused the number of submissions to 


insurers to increase significantly. 


In general, the Task Force has not observed a special problem with 
availability, although admittedly insurers are placing significantly greater 
importance on the inspection of individual risks and compliance with subsequent 
recommendations. This is particularly true with respect to contracts written on 
an "all-risk" basis where there is, for example, a growing insistence on adequate 
security systems for most classes of business, depending upon their susceptibility 
to crime losses. This of course is not an undesirable development. But, though 
the overall capacity of an insurer has not been reduced, some are limiting growth 
in particular areas through selective underwriting by class rather than by 


specific risk. 


With respect to the question of affordability, while there have been 
increases in the costs of commercial property insurance, excluding liability 
premiums, the Task Force has found that the increases are not extreme. There 
are of course some exceptions to this generalization, particularly where a policy 
is moved from the normal market to the residual market. It should be noted 
parenthetically that the Insurers' Advisory Organization has developed a 
simplified and more accurate national schedule for property insurance, which 
allows changes in rates to be more responsive to statistical changes than in the 


past. 
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Other Lines 


The unfavourable loss experience in commercial insurance is reflected 
in tighter underwriting with respect to other lines of insurance, including crime 
insurance, Cargo insurance, and the traditional inland/marine coverages. In 
certain specific areas, such as furriers, jewellers, and contractors, there has 
been a reduction in the number of markets available in the province. There has 
also been a gradual worsening of the loss ratio in the surety field. It is 
understood that this deteriorating situation is under review, and it is hoped that 


it will soon be corrected. 


Aviation insurance suffered the worst year ever for losses in 1985, and 
it is expected that this adverse loss experience will result in sharply increased 


rates. 
i DISTRIBUTION SYSTEM 


The distribution system in Ontario is dominated by the independent 
brokers and agents who account for about 80% of the market, compared to some 
20% for direct writers such as Allstate, State Farm and The Co-operators. (Note 
that the direct writers insure 25% of private passenger vehicles.) The Task 
Force has closely examined this system and the extent to which it has aided or 
abetted the insurance crunch. Although it is clear that the system has served 
the province well in the past, as reflected in the 1979 Select Committee Report, 
it is the Task Force's view that it has not been sufficiently responsive in dealing 
with the major structural and systemic changes that underlie the current crisis. 
Significant changes are now required in order to maximize the efficient 
utilization of capacity in the industry, and to adequately service the public needs 
and demands for new and more complex insurance products and a more stable 
risk environment. Such changes will be discussed here, as well as in the "Market 


Regulation" portion of Part D. 


To begin, a brief background to the distribution system in Ontario would 
be useful. The distribution system in Ontario is split into two distinct segments. 
One segment is comprised of so-called "captive" agents. These are usually 
employees of a single insurer referred to as a "direct writer". The other 


segment is comprised of brokers -- independent businesspersons who arrange 
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insurance on behalf of a number of insurers. They are generally regarded as 
acting on behalf of, and owing a fiduciary duty to, the insured. Moreover, the 
Registered Insurance Brokers of Ontario Act, under which general insurance 
brokers have been self-regulated since 1981, specifies that its members not be 
involved with any business that would put them in a position to unduly influence 


the consumer to do business with them. 


Most observers will admit that there is a place for both the captive 
agent and the broker. Captive agents understand the products they sell very 
well, and they are, in essence, salespersons. They sell a relatively limited range 


of products, while service is generally provided by the insurer. 


In contrast, brokers spend less time in sales. On average, due to the 
scope of their business, they are not as familiar with all the individual products 
of each insurer. On the other hand, they have a broader knowledge of a wider 
range of products. The brokerage system is oriented towards service, as opposed 
to sales. The ability of brokers to access a sufficient number of insurers has 
become critical as insurers have become more selective in terms of the range of 


insurance products offered. 


In describing the current distribution system, one cannot ignore the 
recent trends relating to the emergence of the "financial services" industry -- 
trends that might have the potential to have reasonably dramatic effects on the 
costs of delivering personal lines insurance to consumers. In theory, the 
"financial services" supermarket offers one-stop shopping for a variety of 
financial services products such as automobile, homeowners', and for some, 
mortgage insurance. For example, the need for homeowners' and mortgage 
insurance might be identified by the real estate services arm of the supermarket. 
The concept of buying automobile insurance on a retail store credit card and 


paying for it in monthly instalments is also beginning to evolve. 


It must be noted that the extension of financial conglomerates into 
general insurance activities may encounter some legal hurdles. So long as 
insurance products are offered and serviced by individuals who are licensed to do 
so and the consumer maintains his/her ability to price-shop, it would appear that 
the activity does not contravene the Insurance Act or the Registered Insurance 
Brokers' Organization Act respecting unfair business practices and tied selling. 
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If, however, the premiums for these products are influenced by the number of 
products the consumer purchases, it may be alleged that coercion or inducements 
are prevalent that are contrary to the aforementioned Acts. On the other hand, 
if it can be established that lower premiums are the result of lower costs (and 
the direct result of synergy which comes from being organized in this fashion) 
then presumably such marketing does not violate these Acts and, in fact, 


promotes more innovative delivery systems and mass marketing. 


This is a subject on which it is difficult to generalize. Every "financial 
sources" supermarket may be different, and an assessment of the legalities of 
their individual activities is well beyond the scope of the Task Force's mandate. 
It is sufficient to note that financial services conglomerates have the potential 
to capture a very significant share of the personal lines insurance markets in 
Canada, and particularly in large urban centres like Toronto. Moreover, for 
consumers of general insurance products in Canada and Ontario, the opportunity 
would appear to exist to realize significant benefits from the combination of 
innovative products and methods of distribution so long as they are not 
unknowingly shortchanged by the quality of the product and associated customer 
service. For many of the participants in the general insurance industry in 
Canada and Ontario, such developments could also be a double-edged sword. 
Those who are unaligned with such a "full services" conglomerate could find 
themselves significantly disadvantaged in a marketplace that becomes 


increasingly "oligarchic" and less truly competitive. 


The Problem of Accessibility 


As the foregoing description indicates, independent agents and brokers 
are highly dependent on their relationships with a variety of insurers to ensure 
access to a sufficient range of insurance products by their clients/consumers. 
Unfortunately, in a hard market insurers are generally more inclined to 
terminate what might be perceived as unprofitable relationships with certain 
brokers and agents. The broker then suffers because he/she is left scrambling to 
replace the coverage for the insured; the consumer suffers because, among other 
things, he/she may be classified differently by a new insurer; and the insurer 
suffers because of the additional costs of terminating the business and 


(sometimes) replacing it again. This unsatisfactory situation is further 
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exacerbated by the current severe problems in the liability insurance market 
highlighted in Part B above, whereby certain specialized risks are underwritten 


by very few insurers. 


These are examples of what can occur in a truly competitive 
marketplace, and one has difficulty in perceiving how the public is well served 
under such conditions. It is not known how widespread or prevalent this trend is 
(or has been in the past), but if the industry is unable to reach agreement in its 
own ranks with respect to a code of conduct or an agency writer/broker 
agreement that sees the consumer held "harmless", it may seem reasonable to 


expect that government or regulators will intervene. 


In this connection, the Task Force notes that it does not appear feasible 
to establish a uniform contract form in Ontario due to the disparity in size of 
brokers and variations in the types of insurance written. Nevertheless, the 
Insurance Brokers Association of Ontario (IBAO) has issued "proposed guidelines" 
for broker/insurer contracts setting out the criteria for such contracts. These 


guidelines include the following recommendations: 


(1) The contract should be for a fixed term, preferably two years, and 
should contain an automatic renewal clause renewing the contract 
on the same terms, unless notice of non-renewal is given 90 days 
in advance of the expiry date. 


(2) The contract should contain a provision stating that the insurer 
will not cancel or refuse to renew the contract for the sole reason 
that the loss ratio of the broker is unsatisfactory. 


(3) The contract should contain a provision stating that in the event 
of cancellation of the contract by either party the insurer will: 


(a) provide for a limited brokerage agreement, following the 
termination of the contract; and 


(b) permit the broker to determine whether existing policies 
should be reinsured, replaced or continued in force, 
according to the terms and conditions of the limited 
brokerage agreement. 


The IBAO efforts to self-regulate the broker/insurer relationship are 
certainly to be commended. But the Task Force is concerned that such efforts 
may not be sufficient to protect the consumer interest in access to affordable 


and adequate insurance. The Task Force therefore recommends that: 
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C.14 The Superintendent of Insurance should monitor the situation 
closely and work with the Insurance Bureau of Canada, the 
Insurance Brokers Association of Ontario, and other relevant 
industry associations to ensure the development, application and 
enforcement of adequate guidelines to govern the broker/insurer 
relationship, including the orderly transfer of business from 
terminated agencies. 


C.15 All independent brokers and captive or exclusive agents should be 
required to disclose to the public the extent of their capacity to 
sell various types of insurance products and the products of a 
variety of insurers. 


A further means of addressing the problem of accessibility is to 
encourage networking among brokers In a number of individual cases studied by 
the Task Force, it was found that the brokers concerned did not have access to 
markets that could provide the necessary insurance coverage for their clients. 
The brokers portrayed the situation as one where insurance was unavailable, 
when in fact only the knowledge of its availability was inaccessible to the 
broker. In recent months, it has become all too obvious that the Ontario 
Liability Insurers pool has become a surrogate for such a network. Agents and 
brokers with no access to specialized lines of liability insurance such as for day 


care centres and taverns have flooded the pool with applications. 


The Insurance Act of Ontario certainly contains no barriers to either 
formal or informal networking by brokers. The Task Force understands, 
however, that insurers prefer to write business that originates in the office of 
the broker under contract. In the interest of providing an expanded market for 


brokers to better serve their clients, the Task Force recommends that: 


C.16 The Superintendent of Insurance should actively encourage the 
insurance industry to permit and facilitate networking procedures 
among brokers, provided that the originating intermediaries 
provide much more accurate underwriting information to those in 
the network, and that the network be set up in such a way that 
insurers be approached only once with each _ submission. 
Disclosure of networking activities should be part of the 
procedures to protect against possible abuse of networking 
activities. 
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More Effective Communications 


Another key deficiency in the distribution network identified by the 
Task Force is the inadequate communication link between insureds and their 
broker/agents, and between the broker/agents and insurers. In conducting 
several in-depth case studies of instances where insurance coverage was either 
unavailable or difficult to obtain, the Task Force discovered that in many cases 
the broker was unable to precisely understand both the nature of the risk 
requiring coverage, and the needs of the insured. This in turn means that the 
broker/agent was unable to provide the insurer with adequate underwriting 
information, leading frequently to perhaps ill-considered refusals to underwrite 
the risk. In this connection, the Task Force is well aware that the quality of the 
broker/agent applications to the Ontario Liability Insurers' pool were more often 


than not of less than acceptable quality. 


Historically, the educational facilities of the industry have largely 
concentrated on the needs of company personnel. In later years the Insurance 
Brokers Association of Ontario has maintained a full-time educational 
department that concentrates on the needs of brokers and their employees. The 
Insurance Institute recently introduced a series of courses aimed at 
intermediaries, stressing consumer requirements and giving insight into market 


knowledge. 


Education along these lines is to be commended, and it is hoped that a 
greater number of both brokers and direct writers will be encouraged to take 
advantage of these Institute courses and similar courses offered by the Canadian 


Federation of Insurance Agents and Brokers Associations. 


But there is a clear need for greater expertise on the part of 
intermediaries, particularly given the introduction of new and very complex 
insurance products such as the claims-made policy discussed in Part B above. In 
addition, insurance brokers must be in a better position to explain to insureds the 
details, for example, of their homeowner's and tenant's packages; condominium 
unit owner policies; the special arrangements that could be made for protection 
againt third-party liability claims; and the possibility of purchasing first-party 
coverage to cover volunteer activities. Finally, brokers/agents should be much 


more familiar with risk management and loss prevention. 
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The Task Force therefore recommends that: 


C.17 The Government of Ontario should assist the associations of 
agents and brokers to offer educational and licensing programs 
that meet the challenges created by the emergence of new and 
innovative products and services, and that improve the capacity 
of their members to assess the soundness of the institutions 
concerning whose products they advise the consumer. This 
recommendation was also put forward by the Dupré Task Force. 
The reference to the ability to assess the financial soundness of 
insurers is particularly critical given the new statutory duties to 
be imposed on the brokers under the proposed Compensation Fund 
legislation (Bill 108). 


Another issue arising in respect of the communication problems is the 
evident failure on the part of intermediaries in the distribution system to utilize 
present technology and seek out new technology. It is estimated, for example, 
that less than 50% of all brokers have computers at the present time. Only a 
few insurers have made available either interface facilities or "stand-alone" 
microcomputer-based agency management systems. While primarily intended to 
improve internal systems and efficiency, the systems are also meant to enhance 
broker office efficiency and the ease with which their brokers can deal with the 


insurers. 


The Task Force is aware of the existence of the Centre for Study of 
Insurance Operations (CSIO). The CSIO was incorporated in 1981, as a non-profit 
joint venture between the Canadian Federation of Insurance Agents and Brokers 
Associations and a number of independent agency insurance companies that write 
about 60% of the total premiums in Canada. Currently, the CSIO is working on 
five programs with the goal of increasing the effectiveness and efficiency of the 


independent agent/company delivery system. 


The Task Force commends such initiatives and recommends that: 


C.18 The insurance industry should be actively encouraged to pursue 
joint projects, such as those carried out under the aegis of the 
Centre for Study of Insurance Operations, much more 
aggressively. 
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Inadequate Industry Data Bases 


The current insurance crunch is unquestionably exacerbated by the 
inadequate industry data bases, particularly in respect of liability insurance. For 
example, while automobile insurers routinely file information such as rate 
manuals and rate evaluations and report loss statistics according to a uniform 
statistical plan, similar information in respect of other lines of general insurance 
is not provided. The deficiency of the data bases will be discussed in further 


detail in Part D in respect of rate regulation. 


The Task Force is of course aware of substantial improvements in the 
data bases to date. For example, the IBC has improved the Commercial Lines 
Statistical Plan through additional definitions as to the cause of losses and better 
coding criteria. And anew schedule rating was implemented shortly after 1979, 
which today is represented in the IAO's Rapidscan service. More recently, a new 
general liability statistical plan has been developed by the IBC and will be 


implemented in the near future. 


Nevertheless, it is clear to the Task Force that greatly improved 
industry data bases would facilitate the underwriting of what are now perceived 


as difficult liability risks. The Task Force therefore recommends that: 


C.19 The Superintendent of Insurance should work closely with the 
insurance industry, particularly the Insurance Bureau of Canada 
and Insurers’ Advisory Organization, to improve the collection of 
Statistics in respect of non-automobile commercial lines of 
insurance, and to mandate the collection of specific data and 
information in a similar way to that currently in place in respect 
of automobile statistics. 


C.20 Strong consideration should be given to the establishment of a 
body parallel to the United State Consumer Product Safety 
Commission, which operates the National Electronic Injury 
Surveillance system (NEISS). All emergency wards of major U.S. 
hospitals are plugged into the NEISS system, which feeds in data 
on product-related injuries. In this way a much more effective 
Statistical base and early warning system with respect to 
potential areas of product liabilty can be built up. Similar 
statistics on occupiers' and professional liability should also be 
collected and analyzed more systematically and comprehensively. 
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Commission Rate Structure 


Another area of concern with the distribution system is that of the 
commission rate structure. Critics of the structure argue that it bears no 
resemblance to pay-for-value-received. The percentage commission rate 
structure predominates the insurance market in Ontario. Normally, the higher 
the premium, the higher the commission paid to the broker. There is, however, 
some variance in commission rates at present. For example, in automobile 
insurance the commission paid for unmarried males under age 23 is lower than 


for other risks, because of the size of the premiums involved. 


On. the whole, it seems clear to the Task Force that the present 
commission structure does not adequately reflect the equation between work 
done and value received by the insureds. For example, the amount of work 
involved with the initial application for insurance and the issuance of the policy 
is normally significantly greater than that which is associated with a renewal in 


a subsequent year. 


Certainly, it would appear that there is scope to change the present 
system of percentage commissions. Such change should be explored, developed 
and implemented jointly by the insurers and the brokers. One possibility is a fee 
for service system (to both insurers and insureds) or flat-rate commissions from 
insurers to brokers with add-ons payable by insureds to brokers for additional 
services. Such a system would need to include disincentives to prevent insurers 
from failing to renew the same level of risk and to prevent brokers from 
indiscriminately moving their book of business and thereby expanding the 
opportunity for additional services. In the end, the overall cost to consumers 
might be the same but it could be redistributed in fairer proportion to their 
needs. And consumers could assess their needs in relation to cost much more 


accurately. 


The Task Force therefore recommends that: 


C.21 Insurers and brokers should consider the establishment of a sliding 
scale for commissions based on class and premium. Such a scale 
should take into account the amount of servicing required. The 
changes should be implemented by July 1, 1987, at the latest. 


C.22 With respect to large risks, strong consideration should be given 
to a "fee-for-service" as an alternative to or in combination with 
the present commission rate structure, bearing in mind that the 
acquisition costs to the intermediary, as well as the servicing, risk 
management and loss prevention costs are relatively high. 
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C.23 All independent brokers and captive or exclusive agents should 
make available to customers upon request the commission 
schedules that apply to the various lines of property and casualty 
insurance which they handle. 


Providing Capacity and Availability in all Areas of the Province 


It would be appropriate to conclude this discussion of the distribution 
system with a mention of the difficulties encountered in obtaining insurance in 
remote areas of the province, particularly in Northern Ontario. This subject has 
been addressed on a number of occasions, notably in the 1979 Select Committee 
Report in which it was suggested that all insurers be required, as a condition of 
their licence, to write in all areas of the province and to apply the "take-all- 


comers" principle. 


C.24 The Government of Ontario should strongly consider the 
establishment of a government-sponsored residual market 
mechanism to ensure the availability of adequate, affordable 
insurance in all parts of the province. Consideration should also 
be given to the establishment, in conjunction with the insurance 
industry, of a toll-free province-wide enquiry and placement 
service. 


IV TRANSACTIONS COSTS 


It cannot be doubted that the operations of the insurance industry entail 
very high transactions costs. While there is no strict consensus on the matter, 
most people believe that the transactions costs are excessive in relation to the 


level and quality of service provided. 


Transactions costs comprise a number of components. First, there are 
the costs of selling insurance contracts by insurers, which involve brokers' and 
agents' commissions, direct selling costs, and the costs of organizing and 
Operating a sales network. Second, there are the costs of administration, and 
those associated with monitoring and servicing the insurance contracts. Third, 
there are the claims settlement costs, including legal and adjusting costs. 
Finally, there are the different costs associated with meeting regulatory 


requirements, premium taxes, and with administering the investment portfolio. 





Hobweiitells ett aed si ial of acne 
ni sonaawint sreinitde ni bowssnWesns esislinittib-eity Jenolan 6 dike mateye - 
vod tueidue aidT sohstn© arerinel nl yhblusirieg ysoniverg ate to ean egomne 
sostinuneD role? Cre! att al ‘Yldaton ,eholessae tO vedinian 6 nd Same Ame 
lo moltibrda « e horupsy sd Mawar Me ted beltoggue eaw' Bl aitwinl tegem 
. thenavina® att yiage 07 bas Sore os ho a Lhe nh oie OF .sauentt, Sia 





redo erorraaznaa eae E 


hinterd yeu sone ua ait to enoitsxsqo orl? tery. basduad a tonne n 
etiam ait no euenserion 291578 On 2i ered? sliAW ROD BNOMISNGTE digit yey 
orit vt npitsls7 ni sviecoame ow eno enditosensys sz Zant eviiled aiqoeq fern. 


Hen a eee 


91s arse! seu donsnogines te vedeun & sehqmen seen ennizaeenait ; 
brie ‘erator oviovni daliw ywwent Yd arzerie> eoaswenk gaillve $e ead ort 
bre gnixingg Rep neg. Leiter aks 
bas ,ncierteinimbe te staan ert om eoent bone? colar & pritewqs 
| (bald 2omsnop monet oi gotoivee hfe palo? ind iw ‘bepstocene szod? 
<B7b0 grirwibs bie Lagat gnibulech yom mnemeltime-eilals aftt es o7a4id 


cn Se ie i nae a, ed — 





143 


As the accompanying pie charts indicate, the transaction costs are by 
no means a trivial proportion of the premium dollar. By far the largest and most 
troublesome and unpredictable component is that of claims and adjustment 
expenses (including legal expenses) which amount to 57.6% in personal property 
lines, 53.6% in commercial property lines, 71.4% in automobile lines, and 57.9% 


in general liability lines. 


In 1979, the Select Committee took issue with the insurance industry's 
disclosure practices with respect to legal and adjusting costs. It was pointed out 
that by charging such costs to the claims file and showing them as simply part of 
the amounts returned to claimants as claims paid, insurers were able to avoid the 
public scrutiny that such costs merited, and were prone to abuse them. 


Recommendations were therefore put forward to force such disclosure. 


Unfortunately, the extent of public disclosure of legal and adjusting 
costs has not changed since the Select Committee Report. As noted above, 
particularly in connection with costs of the tort component of bodily injury 
claims, the absence of such disclosure has greatly hampered the Task Force in its 
efforts to assess such things as the relative impact of court awards and 


settlements on the system and the costs of the distribution system. 


At the moment, legal and adjusting costs are not segregated, and are 
disclosed as an overall amount by both federally and provincially incorporated 
insurance companies to the respective regulatory authorities. Only portions of 


these filings for each company are available to the public. 


The IBC summarizes data voluntarily submitted by the companies in 
Ontario that write approximately 80% of all direct premiums. The category of 
external claims expense does not, however, distinguish between legal fees, 
adjuster fees, appraiser fees, expert fees, and other external costs. More 


importantly, even these data are not generally available to the public. 
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The Task Force, as discussed earlier in a number of sections, finds the 
absence of empirical data on and analysis of the property and casualty industry 
to be lamentable, particularly in the liability insurance area. In this connection, 
it is clearly in the interest of the other users such as the professions, exporters 
to the United States, municipalities, and all users who have been adversely 
affected by the insurance crisis to have accurate data of their experience. 
Insurers must also have this to set price. In particular, components of 
transactions costs, and segregated legal and adjustment expenses must be 
identified. The Task Force is also convinced that more meaningful statistics and 
empirical data are vital to the cost-effectiveness of the insurance system and 
will permit, for example, much more effective analysis of the factors 
contributing to increases in claim payments, and a more accurate record of the 


specific Canadian experience for the purposes of reinsurance. 


The Task Force therefore recommends that: 


C.25 The Superintendent of Insurance should be directed to work with 
the Canadian Council of Superintendents to implement the 
necessary modification to the statutory financial statements to 
require disclosure, for publication, of segregated legal and 
adjustment costs, as well as the net percentage of premium 
dollars returned to ciaimants in the form of claims benefits for 
the immediately preceding year. 
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PART D 
THE ROLE OF GOVERNMENT 


I INTRODUCTION 


The insurance industry has generally involved private entities including 


joint stock companies, and various forms of mutuals, co-operatives and pools. 


The property and casualty insurance industry has long been subject to 
government interest. The government establishes the regulatory framework 
within which insurance companies must operate.! This extends to the regulation 
of the insurance contract itself, the market behaviour of participants, and the 
provision of service and information to the public. It also involves financial 


regulation relating to solvency matters and other critical financial factors. 


Government may also choose to become directly involved in insurance 
activities through government insurance corporations or, less directly, through 


facilitating special pool arrangements. 


Government concern with property and casualty insurance has greatly 
increased in recent decades. First, there has been increased concern to ensure 
that individuals and groups carry sufficient insurance to protect third parties 
from injury. This has culminated in quite extensive mandatory insurance 
legislation in respect of a wide range of activities, from day nurseries to 
professional practice to toxic waste disposal. A list of such legislation in 


Ontario and Canada is set out in Appendix 6. 


Second, government itself, whether federal, provincial or municipal, has 
expanded its role as a major producer and distributor of goods and services to the 
public. Government provides roads and airports, municipal services, educational 
services, recreational and health services, urban and suburban transportation. 
All these activities generate risks that are a complex mixture of governmental 


and private responsibility. 


1 See Cassels, Brock & Blackwell, "Ontario and Canada: Overview of 
Regulation of Insurance" (April 1986) in Appendix 9. 
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The foregoing simply sets out a brief sketch of the extent of direct and 
indirect government involvement in the property and casualty insurance industry. 
This Part will elaborate on such involvement. First, the fundamental bases for 
government interest will be set out. The subsequent discussion will then focus on 
the nature of financial and market regulation and proposals for change. 
Reference will also be made to the impact of government on the property and 
Casualty insurance industry through the taxation system. Finally, the Part 
concludes with a consideration of governments as more active participants in 
insurance activities, including the possible role of governmental insurance 


corporations in Ontario. 


ll FUNDAMENTAL BASES OF GOVERNMENT INTEREST AND 


INVOLVEMENT IN THE PROPERTY AND CASUALTY INSURANCE 
INDUSTRY 


In discussing the role of government, actual or potential, in the general 
insurance industry, it is critical first to identify the "public interest"! involved in 
order to provide some guidance for government action. The nature of this public 
interest has certainly been the subject of much debate in recent months as 
escalating demands have been placed on government to do something to correct 
what are perceived to be market pressures out of control. Increases in 
automobile insurance premiums have hit thousands of Ontarians in their 
pocketbooks. But even more importantly, the impact of the crunch on liability 
insurance coverage for all insureds, from manufacturers and municipalities to 
day care centres and sports and recreational groups has resulted in cries of "foul 


play" from almost every niche of the social economy. 


The current crisis has highlighted how essential adequate insurance 
coverage is to the ordinary Canadian, and the pressing public interest in both a 
stable risk environment and a stable insurance product. The need for a 
government presence in regulating and supervising the provision and availability 


of the insurance product has long been accepted. Insurance, defined as the 


1 The concept of "public interest" is a difficult one. As pointed out in a 
paper prepared for the Task Force: "It appears that the 'public interest’ as 
a concept does not have any clear substantive content; it can more usefully 
be understood as a characterization of the debate about the definition and 
weighing of various interests. It implies achieving a just balance among all 
the relevant interests, and a policy consistent with generally accepted 
principles fundamental to our economic, political, legal, and administrative 
systems -- principles such as efficiency, accountability, fairness and 
practicality." See Carolyn Tuohy and Marsha Chandler, "The Role of 
Government in the Insurance Arena in Ontario: A Political Analysis" (April 
1986). 
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transfer of risk of loss from individuals and organizations to a risk-sharing pool, 
is quite simply indispensable to modern life. It satisfies pressing needs, both 
social and individual, for protection. The loss of a home or business premise 
could be a devastating event in the absence of insurance, and major new 
investments might not be made without the capability of insuring risks. 
‘Certainly, a reduction in risk taking would have far-reaching social and economic 
consequences in terms of our standards of living, as well as significant individual 
consequences. 

Surprising as it may seem, the general public is only now waking up to 
the fact that the insurance industry is an essential multi-billion-dollar-a-year 
component of the financial services industry, and our economic infrastructure, as 
well as a critical element in our social and economic lives. Most do not realize 
that, for example, the consumer ought to be as concerned if not more concerned 
with the possibility that his insurance company might fail, than that his bank 
might fail. If his bank fails, he may (or may not, given the Canadian Commercial 
Bank precedent) lose a portion of his deposit. But if his insurance company fails 
and he suffers a loss, he stands to lose his house, personal belongings or 
everything, as the recent experiences with the insolvencies of five insurance 
companies came close to demonstrating. And in aslightly different context, the 
impact of the failure of the United Canada Insurance Company on the livelihood 
of its trucker clients further illustrates the essential role played by insurance 


companies in our day-to-day lives. 


The general insurance industry is one in which there has clearly evolved 
a mix of state/government and market mechanisms. But this mix cannot be 
explained simply in terms of the "market failure" concept -- that is, that 
government involvement and interest are triggered only when the private 
industry is unable to fulfill some essential function. Certainly, market failure 
may be one basis for government involvement, but other even more important 
bases include the need to facilitate the pooling of risk and uncertainty, the need 
to take active measures to reduce the probability of loss, the need to promote 
the stable functioning of the insurance industry, and the need to address certain 
redistributive concerns in respect of general insurance activities. It would be 


useful to discuss each of these bases briefly. 


First, the best example of the government interest and involvement on 
the basis of "market failure" is perhaps the creation of the "Spills Bill" pool and 
the arrangement with the Ministry of the Environment whereby the government 


has become effectively the reinsurer of last resort. When it became evident that 
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the private insurance market was unable to provide the necessary pollution and 
environmental coverage, the government simply had to step in -- first, to 
facilitate the formation of the "Spills Bill" pool for certain limited coverage and 
then, as the reinsurer for the excess through the Ministry of the Environment. 
Such action was clearly dictated by the public interest in ensuring protection 


against the eventuality of a catastrophic environmental pollution event. 


The second basis for a government interest in general insurance is that 
of facilitating the pooling of risk, which essentially involves promoting one of 
the fundamental purposes of insurance -- i.e., to allow individuals in society to 
reduce the uncertainty associated with possible future losses arising from an 
ever-expanding range of risks. In this connection, it is clear that exposure to 
risk in today's complex social economy is inevitable and unavoidable, and we 
must constantly seek new ways to cope with risk. The risk environment is in a 
constant state of mutation, due to changes in social and living patterns as well as 
continual economic and technological change and expansion. Our more densely 
populated centres and increasingly more complex and sophisticated technologies, 
products and services all contribute to a much greater opportunity for a higher 
frequency and magnitude of loss. At the same time, rising property values, 
increasing liability costs and greater financial risks are reducing the ability of 
individuals and organizations to cope with the potential size of their own losses. 
Finally, all this is exacerbated by price inflation, economic uncertainty, 
heightened consumer consciousness, and increased expectations leading to so- 


called "social inflation". 


In identifying the specific objectives pursued by government in 
facilitating the pooling of risk, the 1979 Select Committee perhaps put it most 


succinctly as follows: 


(1) Insurance must be made available to all who want it and need it. 


(2) The insurance product should be of high quality and reliable. For 
example, contract provisions should be clear and fair; arbitrary 
cancellations should be prohibited; and consumers should be 
protected against insurer insolvencies. 


(3) Insurance prices should be as low as possible, not subject to large 
and sudden changes, and fair among policyholders. 
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The difficulty in promoting such objectives as availability, affordability 
and adequacy of insurance is, of course, closely related to the intangible nature 
of the insurance product itself. As the Select Committee pointed out, the 
purchase of an insurance contract is a promise of protection and future 
compensation, rather than an exchange for immediately tangible goods or 
services. In effect, the policyholder buys the future settlement of a claim, but 
the consumer in most cases is unable to evaluate an insurer's promises of future 
performance at the time of purchase. In particular, the consumer is unable to 
evaluate the financial position of the insurance company as an indication of the 
ability of the company to pay the future claim. Obviously, the consumer needs 
information and advice with respect to the coverages and insurance Carriers 
competing for his premium dollar in order to properly evaluate such an intangible 
product. Indeed the price determination process for insurance is so different 
from most other products -- inasmuch as the price of insurance is based on 
future costs which must be predicted, and not on actual costs of production, 
which are the basic determinants of price for most goods and services -- that the 


consumer simply cannot alone judge the fairness or reasonableness of the cost. 


The existence of the Office of the Superintendent of Insurance (until 
recently under the auspices of the Ministry of Consumer and Commercial 
Relations, and now under the new Ministry of Financial Institutions), together 
with the supervisory and regulatory powers accorded to the Superintendent of 
Insurance, is perhaps the most obvious example of government involvement to 
ensure the availability, affordability and adequacy of insurance. As will be noted 
in the next section, direct regulation has hitherto focused primarily on financial 
matters related to the solvency of insurance companies, as opposed to the 
regulation of the insurance market itself. The insurance industry has been 
subject to reasonably little interference in terms of the type and delivery of the 
insurance product. In light of recent difficulties during the current crisis, 
however, it is clear that substantial changes in the regulatory or supervisory 


roles are now warranted. 


A third basis for government involvement and interest in the general 
insurance industry identified above is that of ensuring that active measures to 
reduce the probability of loss are taken. It is by now well accepted that the 
government has a legitimate and important role in helping society cope with the 
risk environment through government participation in a wide range of public 


safety and loss prevention activities. These include police and fire protection 
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systems, fire and building code standards, governmental control over hazardous 
substances, zoning by-laws that prohibit an accumulation of hazards, and 
governmental participation in other public safety mechanisms, such as 


inspections. 


In future it would be sensible for the government to take the lead in 
encouraging a debate over the appropriate balance of responsibility for loss 
prevention and risk management programs, among individuals and groups, 
insurance companies and public bodies. In addition, consideration might be given 
to the promotion of more research and development into product and safety 
standards, more training of personnel in loss prevention and control, and more 
public education. Finally, the government will need to ensure more accurate and 


extensive data collection on the causes and extent of losses of all types. 


A fourth basis for government interest and involvement is in the 
promotion of the stable functioning of the insurance industry. The justification 
for such involvement, at least with respect to financial regulation, has been 
demonstrated most dramatically with the recent insolvencies of no less than five 
insurance companies. But in addition, the current liability insurance crisis and 
the lack of availability, or severe problems of affordability in respect of 
essential insurance coverage, further justifies more government involvement in 


what may be termed "market regulation". 


Proposals for changes in the role of government in financial regulation 
and market regulation will be discussed further in subsequent sections. 
Reference has already been made to the need for the government to promote and 
facilitate a variety of mechanisms to overcome the capacity and availability 


crunch, particularly in respect of liability insurance. 


The final basis mentioned above for governmental involvement in the 
general insurance industry is for the purpose of addressing certain redistributive 
concerns. Redistributive concerns enter the insurance arena when day care 
centres, municipalities, hospitals and other collective-good-rendering 
organizations are put under pressure by high premiums. Inevitably, irresistible 
pressures are placed on government for relief (by means of public subsidies of 
premiums, government insurance and so forth), something which is all too 
evident today. To date, the government has responded to such pressures with the 


creation of a Market Assistance Program and Hot-Line service, and by 
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facilitating the creation of the Ontario Liability Insurers (OLI) pool. A number 
of proposals to relieve these pressures have been put forward in this report based 
on the assumption that the public interest would be best served if the 
government uses a variety of instruments to assist, rather than supplant, the 
private industry in adjusting to the fundamental structural changes that have 


occurred in the risk environment. 


Having now summarized the key bases for government interest and 
involvement in the general insurance industry, the subsequent discussion will 
focus on proposals for enhanced financial and market regulation by insurance 
supervisory authorities. The tax implications of various strategies will also be 
raised. The final section will describe and assess the various forms of 


government participation in insurance activities. 


Ii FINANCIAL REGULATION 


Types of Regulation 


Government presence in the insurance industry has been a fact of life 
since before Confederation. Regulation has been undertaken through a mix of 
statutory provisions and administrative rules which can be divided into two broad 


categories: financial regulation and market regulation. 


Financial regulation refers to the controls placed on the structure of 
insurers, the financial aspects of their operations and _ their 


accountability for such operations. 


Market regulation refers to the controls placed on the relationship 
between insurers and insureds and their respective rights and 
obligations, including contracts of insurance, policies, rates, premiums 


and insurance delivery networks. 


Financial regulation will be dealt with first, and market regulation 


next. 


Under Canada's Constitution, the federal and provincial governments 
have concurrent jurisdiction over insurance. The federal government regulates 


the corporate structure and financial standards of federally incorporated 





oe ! _%< a 7 
: . ; iM 7 
B Rien i a 
Wt 7 
aaeiesncid eae m0 wt Hm Te aoe =e a 
ee es sit alan lee er 


ors Li beveee: te8dr ad iste. somata 
sett iinsigque ned vadser Jeleee, of exneinurtent Yo YAeiisv 6 eeu tammuntONO 
se <u gna Soin lee 
ah ‘etnsinnonives elt Bet ni bevwDS 

nis A we ou raa min mpd - e Oi end mes i td 

brs tesi2nl a: issue acpeesiaaesadllias eslaaaaena aT 
lw noizwrelb Inaupsedve ort efttebal sonewenl iswasy ont ni Insmeeviowal | 
dontesueni yd notheluget tele ‘bs Lslsrualt bSdinbite tol ahexeqong no woot 
od veld iw esigereyte euohiaw te enoltesliqny Key ont weitiodtus Yroxlvysque 
to anot auoltey ariz egeres bio socditsest Diw nolioed Uanlt ait“ Gpeelas 
. | cs tit AONE TEER PAC 


VOTTAIUDSS JAIDMAMTT mi 


Sil to roasts Hesd aah ysroubal sone wend Sry ab ean eoyy SVE = 

lo xin A igvowlt neleriebow mesd bd nelglgsh inebeebslneD sicisd Gort 

heow ow: omni bebivib sd neo rioiiw eelut ovitettelninbe bite enbielvo wn yiomsate 
oltalupet Jaliem bas noleluyey ie¢lonanit wenogeie> 


lo s'wravite alt ne heooky) rlestae> sit oF evster aeitehiet Mayra 
visri? bans . eAolaetsqo —— Yo astosqee -ionadll sy anewanh 
ies enc ead annrespeceel 


gidenoitcisy erit ne poole elowne wit ov eetet asian 
big ettglh avitsegen: sina? Bos shewenl be rsweni neowted 
emuimetg (eas jing aor Weill Fo eaertnes’ dares alee el 





rust saa te 8 eo te en ae ep 
¢ to . we Pee > alive ey ren: 





biz 


insurance Companies, the Canadian branch operations of British and other foreign 
insurers and provincial companies that have chosen to register federally. Each 
provincial government regulates the corporate structure and financial standards 
of provincially incorporated insurance companies, as well as the market 
operations of all insurance companies (wherever incorporated) which are licenced 
to do business in that province. The activities of federal and provincial 
insurance regulatory authorities, therefore, are closely intertwined. The. 
recommendations in this Part, of necessity, address matters within federal and 
provincial jurisdiction because many companies doing business in Ontario are 
regulated by both levels of government. For the Task Force to confine its 
recommendations to matters exclusively within the jurisdiction of Ontario would 


largely negate its thrust. 


Financial Regulation Today 


The general philosophy of regulation of financial institutions in Canada 
during most of the last three decades has been to promote and nurture market 
competition, a large measure of self-regulation and minimum levels of 
government regulation. Competition and freedom to expand the range of 
activities, rather than increases in the regulation of deposit-taking institutions, 
were the central thrust of the Porter Commission reports and the amendments to 
the Bank Act which followed them. The application to the trust and loan 


companies of this thrust admittedly lagged somewhat behind expectations. 


The insurance industries -- life, health, property and casualty -- have 
been highly competitive for decades. Though modernization of their regulation 
was (and is) needed, it was not needed to promote more competition but for 


other purposes, some of which will be discussed below. 


There are significant structural inhibitions to further competition 
amongst financial institutions and growth. Different types of financial services 
have been required, by law, to be conducted through separate corporate vehicles 
whose objects were limited to a particular type of activity. In addition, these 
corporate vehicles (primarily banks) are subject to ownership controls which 
make it difficult, if not impossible, to place the different types of financial 


services under common ownership for the purpose of integrating such services. 
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The most recent round of study, therefore, began by focusing on how 
financial services might be integrated and what law and regulatory reform would 
be required. Other events, however, soon adjusted the focus of study. The last 
few years have seen most types of financial institutions (banks, trust and loan 
companies, securities dealers, property-casualty insurers and credit unions) 
suffer severe financial difficulty, and sometimes failure. This has led to a new 


emphasis on financial regulation at both levels of government. 


At the moment, the principal emphasis of financial regulation of 
property and casualty insurers is almost exclusively with solvency issues. This 
partly reflects the fact that during the last five years, Canada has experienced 
several insolvencies of general insurance companies, as well as a number of 
mergers and efforts aimed at strengthening of others, after a long record of 
solvency. It is clear that some adjustments in statutory and administrative 
controls are required in order to enable the regulatory authorities to better deal 


with companies in difficulty. 


The emphasis on financial regulation of the general insurance industry 
also reflects the general concerns with changes in other financial institutions, 
including: integration of financial services and competition; ownership, 
self-dealing and conflicts of interest; and solvency generally. Financial 
regulation of these matters can have major implications for the availability and 
price of various insurance services and for the cycles of adjustment in the 


future. 


It seems Clear that both levels of government will be major players in 
financial regulation indefinitely into the future, although in the current situation 
there is once again the tugging and hauling between federal and provincial 
governments regarding regulatory roles for financial services that have gone on 


at various periods in this century. 


For insurers, it is important to recognize the concurrent jurisdiction of 
the federal and provincial governments, with the federal presence being 
preeminent in matters of solvency (through the regulation of federally 
incorporated insurance companies or branches of foreign insurers) and the 
provincial governments being preeminent in market behavior (through the 
regulation of all matters relating to contracts of insurance, including delivery of 


services, policies and premiums). 
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The Task Force must recognize nearly a decade of proposals for 
changes in the regulation of financial institutions, with little action so far. 


These proposals are mainly found in: 


fe) the reports of the Ontario Legislature's Select Committee on 
Company Law in the 1970s, which made a comprehensive set of 
recommendations for reform of financial and market regulation; 


fe) the 1982 proposals of the (federal) Superintendent of Insurance for 


revision of the Canadian and British Insurance Companies Act and 
the Foreign Insurance Companies Act to increase required 


Capitalization, limit insurance activity in relation to the capital 
base, regulate more tightly the use of reinsurance, and strengthen 
regulatory powers; 


° The Regulation of Financial Institutions: Proposals for 
Discussion, the Minister of Finance's 1985 "Green Paper", and the 


Technical Supplement thereto; 


fo) Eleventh Report of the House of Commons Standing Committee 
on Finance, Trade, and Economic Affairs, presented in late 1985 


and known as the "Blenkarn Report"; 


fe) Final Report of the Ontario Task Force on Financial Institutions, 
released in late 1985 and known as the "Dupre Report"; 


fe) Bill 108 - An Act to Amend the Insurance Act (which received 
First Reading in the Legislative Assembly of Ontario on February 
12, 1986). 


Some other items are also marginally relevant to the issues of 
regulation of general insurance, including the federal and Ontario proposals for 
amendments to legislation and regulation of trust and loan companies, the 
reports on financial regulation by the Ontario Securities Commission, the reports 
and proposals for change in the Canada Deposit Insurance Corporation and the 
reports and legislation regarding the regulation of the insurance industry in 


Quebec. 


We will consider the issues, the positions of others and the Task Force 
position on financial regulation of the general insurance activities in Ontario 


under three broad headings: 
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(1) | Who may carry on business as a general insurer? 


fe) Initial and Ongoing Capital Requirements 


fe) Ownership 


(2) What financial activities may be carried on by general insurers? 


Objects 
Investments 
Reinsurance 
Reserves 
Self-dealing 


Conflicts of Interest 


OTr,0O TO OF 40° 0 oO 


Policyholder Compensation Funds 


(3) How are general insurers accountable for their financial 


activities? 
Both federal and provincial proposals for reform will be considered. 
Who may carry on business as a general insurer? 
initial and Ongoing Capital Requirements 


Any general insurer intending to carry on business either federally or 
provincially must meet certain statutory minimum unimpaired capital and 
surplus requirements. For example, a provincial joint stock general insurance 
company must have unimpaired capital and surplus of at least $1 million 
(federally, the figure is $1.5 million). As a matter of practice, however, 
regulators have been requiring greater amounts than specified in the statutes for 


new companies. 


Both the Green Paper and the Blenkarn Report propose increases in 
initial capitalization to $5 million for federally incorporated general insurance 
companies. The Dupré Report does not propose any quantitative levels, but 
favours more rigorous requirements. Ontario Bill 108 proposes initial 
Capitalization for all provincially licensed companies of $3 million. The 
definition of capital would also be expanded under the proposals presented in the 
Green Paper and the Blenkarn Report to include preferred share and 
subordinated debenture secondary capital in much the same way as that 


currently allowed to the chartered banks. 
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In making specific changes, several considerations require attention. 
First, existing small insurers should be grandfathered, or given time to attain the 
minimum standard. Second, appropriate reductions in surplus requirements may 
be allowed for farm mutuals, particularly as they are backed up by a healthy 
compensation fund. Third, the initial surplus requirements for new mutuals may 
be somewhat smaller, if they have strong backup solvency conditions. Finally, 
scope must be permitted for development of reciprocal exchanges. The Task 


Force therefore recommends that : 


D.1 The statutory initial minimum capitalization requirement should 
be increased to $5 million for new federally incorporated property 
and casualty insurance companies and to $3 million for Ontario- 
licenced property and casualty insurance companies. 


D.2 Consideration should be given to the particular situation of 
existing small insurers, farm mutuals, new mutuals and reciprocal 
exchanges in implementing the minimum initial capital and 
surplus requirements. 


Insurance companies also are required to maintain assets (including 
capital and surplus) which are equal to or in excess of their liabilities. In 
Ontario, the statute contains this simple requirement, while more detailed 
solvency rules are in the form of in-house guidelines. Federally regulated 
Canadian general insurance companies are subject to section 103 of the Canadian 
and British Insurance Companies Act (similar rules apply to British and foreign 
insurers), which requires a margin of assets over and above liabilities, as well as 
other solvency rules in the form of in-house guidelines. Essentially, section 103 
requires that a company's capital and surplus at least equal the sum of: (i) 15% 
of the liability for unpaid claims, and (ii) up to 15% of the liability for unearned 


premiums, depending on the company's past and anticipated claims expense. 


Most of the recommendations for future regulation of property and 
Casualty insurance Companies propose not only a continuation of the section 103 
requirement, but also the addition of other constraining financial ratios. The 
Blenkarn Report, for example, recommended the addition of a new test, proposed 
by the federal Department of Insurance, which would require a minimum ongoing 
capital and surplus margin to be equal to the greatest of: (i) the current section 
103 test; (ii) 15% of premiums; and (iii) 22% of claims -- (ii) and (iii) being 
allowed a maximum reinsurance credit of 50% for companies not limited to the 
business of reinsurance. In addition, for all of these ratios, conservative rules of 
valuation of assets (the lower of cost or market) and valuation of liabilities 
(particularly reserves for claims and reserves for claims incurred but not yet 


reported) are mandated. 
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The effect of these provisions is to limit the scale of the activity which 
insurers can carry on from any particular capital base. The Task Force is 
convinced that the general intent of intensifying these restrictions is sound. 
They can help to improve the likely solvency experience of insurers, though other 
measures are also required to accomplish that intermediate goal. They can 
contribute also to a reduction of the instability of the industry, though for this 
objective also, other measures are required. They do not appear to be so severe 
as to inhibit property and casualty insurers from continuing to be essentially 
competitive. Combined with increased initial minimum capital and surplus 
requirements for new entrants, increased ongoing requirements are expected to 
result in less fragmentation in the property and casualty insurance industry. The 


Task Force therefore recommends that: 


D.3 The appropriate federal and Ontario legislation concerning capital 
and surplus margins of property and casualty insurers should be 
amended to provide that the ongoing capital and surplus margins 
would have to be at least equal to the greatest of: 


(a) the existing requirements of section 103 of the Canadian 
and British Insurance Companies Act; 


(b) 15% of the gross premium income of the company during the 
immediately preceding 12-month period plus the smaller of 
$500,000 or 5 per cent of the premiums; and 


(c) 22 per cent of the average annual amount of gross claims 
and claims adjustment expenses incurred by the company 
during the immediately preceding 36-month period plus the 
smaller of $500,000 or 7 per cent of the said average 
amount; 


provided that, in the case of (b) and (c), a maximum reinsurance 
credit of 50% is allowed for companies not limited to the business 
of reinsurance. | 


D.4 Consideration should be given to the particular situation of small 
insurers, farm mutuals and new mutuals in implementing the 
minimum continuing capital and surplus requirements. 


It is envisaged that property and casualty insurance companies in the 
future may be the proprietors of downstream subsidiaries, or part of financial 
holding companies and subsidiaries of other financial institutions or both. The 
various reports are unanimous in the view that, in considering the capital 
requirements of these various interrelated institutions, there not be double- 
counting of capital. The Task Force strongly endorses this view. The Task Force 


therefore recommends that: 
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D.5 The initial and ongoing capital requirements recommended above 
should be applied to each property and casualty insurer without 
regard to the capital of other corporations with which it may be 
related or affiliated. 


Ownership 


The central debate about permitting narrow ownership or requiring 
broad ownership of financial institutions, and about permitting common 
ownership of various types of financial institutions (thereby allowing them to be 
part of conglomerates) is more relevant to deposit-taking institutions 
(particularly banks and trust and loan companies), than to property and casualty 
insurers. Some advocates argue that solvency standards of prudent management, 
quality and reliability of service and the desirable diffusion of power are greatly 
enhanced by widely diversified ownership. In view, however, of the recent 
record of troubled financial institutions in Canada, many of which were widely 


owned, the case is much harder to make than it used to be. 


Other advocates suggest that when control and accountability of a 
financial institution is in the hands of one or a few readily identified owners, 
more, rather than less, prudent management ensues. Certainly on recent 


Canadian evidence, this case has to be given some weight. 


Self-dealing, fraud and gross mismanagement can and have occurred in 
recent experience in both narrowly and widely held financial institutions in 
Canada, and the Task Force sees no reason to favour one form of ownership over 
another in this regard. While it is correct that the failures of property and 
Casualty insurance companies have been of narrowly owned organizations, narrow 
ownership is the dominant characteristic in that sector and thus should not be 


taken as a causal factor in the failures. 


Two other ownership questions regarding financial institutions also are 
high on the public agenda: whether the combination of financial and non- 
financial corporations in conglomerates should be allowed, and whether foreign 
ownership should be controlled. Except for the Green Paper, most proposals 
anticipate a continuation, perhaps some increase, in the inclusion of property and 
casualty insurance in financial conglomerates. Indeed, many proposals would not 


only permit such insurers to be under the umbrella of other financial 


= 


ee —s | ae eee Oe ae he a oe 
7 ait prey 2 SL —. 
Tea a) ants 0 hese! a air 
me an: ibid el at ' sil 


ee Al omar gi pa eaal ee 
- | ee oe fe 
a = AZ Th Ci eee oe 
dm dane, Gh 2S Gis) Wi eee 
gnbiupor v7 tesarvsstoniiae tatiana sai dea ay 
nemIMneS  yriitioneg veds» ma jenolwrizes! lalonanll’ do: qitimeman: Sacnd \ 
od oy marty wrlwolls veyed?) encisutiterd Jeinaand’, to.seqy? anohay-to qidewnwa.” 
snoitytivenl gndlsinrleoqeh of tisveley .exem ai- (eateramalgnos lo Mag 
vileveso baw visage of ner? desinegeves neol bis tess bas elnsd poate igs. 
\nomugedam thetvng to drvibnsre yonmvine a oT | 
vlinerg ox ew to noiultib aldnuiao’ ers na mulwyee bo yilidadles bab ‘sila 
Sosa att Io cavidwod ywaly nl | .qgidlenenwe bathievsvib yisbid yd ‘beomarins 
visbiw owewodbiiw he Yaseen rabans ni eioiusiren daionanidebelauow to baedet 
ot as Se are ee | 


tom 









ie 





é te yriidembospe bas losinad’ reatw ime jae enisoovbs yonir9 

vominee beltiinsdl ylibset wale © ane to ebnadl old al Gl noisurizertt taionend 

ina nd vinisewD otitis ireeriegarian desu eetol nel? terixe1 exon 
ane are aot ht at ra 


ni bavwo0G ever baa nen Inamegenariaim aoe bas bust? grits sb-Riee 7 

ni brisltuyitan! Teiondndt Glen ylebiw Brak vlwonen ited nl Sonaiiegxs snwop2 
eve Gifeverwe fo mat ano suOve? OF moEROT On eOSe wnnod seat. ort? bas yebens> 
Hab YI794099 to eycwlial afty tare spaned'¢ 31 siTW, baper set Oe SemeRe sy 
wornsn wioitesinnyre benwe vivensen 20 nsed svsd esingmen sanermmeni elauna a 
ad don biuede evdr'bria — saris 1 diverse thunimob SAY al qidewerwo! ° 


erailetan nt lames 6 6 rset 
7 a a a onl >. arr ioe ; care 





















ove Pls enoltut frei Li cnoireoup qitersso seid OWT ‘ety 
eon bre ‘islonand’ 26.1 =o sr oe ar ie 
neal Sy me Sar <n ae ener 

bas rsaqeng to caoein code Reametianiel et in lsum ) #oraql . 
situate: ne Pali ae < | wipe eT oer eae 


159 


organizations and financial holding companies, but would also permit some 
downstream subsidiaries to develop from the base of property and casualty 


insurance bodies. 


There is universal agreement that insurance companies with common 
ownership must be able to provide reinsurance to each other. The relationship of 
property and casualty insurers to non-financial institutions within the same 
_corporate group is more controversial. Non-financial bodies have long used the 
practice of operating captive insurance companies, and under proper conditions 
this is quite appropriate. General insurance companies are not analogous to 
deposit-taking institutions which borrow on a leveraged basis. The potential for 
self-dealing and conflicts of interest between a non-financial institution and a 
general insurance company, which it may own and control, is significantly less 


than in the case of deposit-taking institutions. 


The property and casualty insurance industry in Canada has long been 
distinguished by a higher degree of foreign ownership than that of other types of 
financial institutions. Except for some concerns over the ownership of 


unregistered reinsurers, a strong sentiment for change does not appear to exist. 


The Blenkarn Report is the most useful starting point for considering 
the ownership issues. It recommends domestic ownership limits for all Canadian- 
incorporated financial institutions and holding companies controlling affiliated 
financial institutions based on domestic asset size. Because of their relatively 
small domestic size (under $10 billion), existing property and casualty insurance 
companies would not be subject to these ownership limits on an individual basis. 
However, companies that are part of holding company structures could be 
subject to the limits indirectly or directly at the holding company level. Also, 
holding companies could decide to reduce their ownership interests in property 
and casualty companies as a means to reduce their aggregated domestic asset 
size, and hence, meet any ownership limits they might face. Foreign-owned 
Canadian financial institutions, under the Blenkarn Report proposals, would be 
subject to similar ownership limits based upon Canadian domestic asset size, but 
this again would have no impact on property and casualty companies because of 
their small size. Foreign property and casualty companies would still be allowed 


to operate through branches in Canada, as they are under current legislation. 
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The whole area of foreign ownership of financial institutions is under 
review at the federal level. It remains to be seen whether the limitations on 
ownership of financial institutions, on a stand-alone basis or in conglomerates, 
will be as liberal as suggested by the Blenkarn Report. The early indications are 
to the contrary so there is some uncertainty about the effect on property and 


Casualty insurers. 


Given the competitive nature of the industry, with many small insurers 
as well as some medium and larger ones, and given the need for more Capacity, it 
does not appear to make much sense to restrict severely the ownership of 
property and casualty insurers. The problems of solvency, instability, and 
prudent behaviour can be tackled in other ways more effectively. The Task 


Force therefore recommends that: 


D.6 The federal and provincial governments should retain their 
current approach to foreign ownership of property and casualty 
insurance companies. 


What financial activities can be carried on by general insurers? 
Objects 


The statutes under which insurance companies are incorporated 
generally restrict the objects of such companies to the business of insurance, 
which is per se a broad area. Companies, however, do specialize because each 
Canadian jurisdiction has a regime whereby companies are licenced, by the 
regulatory authorities, for certain classes of business (e.g., property, aviation, 


surety, boiler and machinery). 


The Task Force agrees with maintaining the separate identity and 
functions of financial institutions, particularly for property and casualty 
insurers. The Task Force, however, supports reform which would allow 
"networking" as described in the Green Paper and the Blenkarn Report, i.e., 
arrangements among financial institutions under which one of the institutions 
provides the public with access to a product or service offered by any other 
institution. The Task Force also agrees with the related prohibition on tied 


sales. The Task Force therefore recommends that: 
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D.7 Statutory and regulatory roadblocks to networking among the 
different types of financial institutions should be removed and 
appropriate statutory prohibitions on tied selling should be 
implemented. 


Investments 


The kinds of assets that an insurer may hold are regulated to promote 
adequate liquidity and stability of asset values over time, and to limit potential 
losses. The current statutory rules use qualitative criteria to prescribe 
permissible involvements. Pressure for new rules has come largely from life 
insurance companies who seek greater flexibility in competing with deposit- 


taking institutions. 


The Task Force supports the general direction for change in the 
investment rules pertaining to financial institutions as outlined in the Technical 
Supplement to the Green Paper, which involves a change from qualitative to 
quantitative measures and, in particular, supports the statutory recognition of 
the fiduciary duty of such institutions’ boards of directors in maintaining prudent 


investment practices. 


The most flexible proposals for new investment rules for property 


and casualty companies have been proposed by the Blenkarn Report, as follows: 


Debt securities and quality mortgages no limit 

Real estate for investment (including 35% of equity 
subsidiaries) 

Real estate for own use (including - 35% of equity 
subsidiaries) 

Common stocks 100% of equity 
Common stocks of venture capital 10% of equity 
corporations 

Total common stocks, preferred shares 150% of equity 
and real estate combined 

Subsidiaries: 

Financial no limit 
Non-Financial 5% aggregate of assets with 


maximum of 2% assets in 
each individual subsidiary 


Basket Clause 
15% of assets 
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The view of the Insurance Bureau of Canada that the current rules 
should not be changed for property-casualty insurers is noted. The IBC has 
suggested that the portfolio approach might result in a greater number of 
inappropriate investments, which in time, might contribute to deficiencies in the 
assets of insurers. In the Task Force's view, there is nothing inherent in a 
quantitative or portfolio approach that would encourage such a result and that, 
on balance, the portfolio approach is preferable because of its flexibility. The 


Task Force therefore recommends that: 


D.8 The investment provisions of the legislation governing federally- 
regulated companies and Ontario-incorporated companies should 
be amended to incorporate prudent management standards and the 
detailed quantitative, not qualitative limits, proposed in the 
Blenkarn Report. 


Reinsurance 


It has been indicated at several points in this report that spreading risks 
from primary insurers to reinsurers is a central feature of insurance 
management. Some parts of this network involve associated companies and 
there is no good reason to disturb the use of such channels. Consideration must 


be given, however, to two aspects of the use of reinsurance by Canadian insurers. 


Some Canadian companies retain very little, if any, of the risk 
associated with the contracts of insurance that they write. A variety of reasons 
explain this outcome. In some cases, a company may only be able to provide a 
market for certain types of insurance (e.g., ocean marine or professional 
liability) if it can spread the risk widely through reinsurers. In other cases, 
Canadian-registered companies may simply be used as a conduit for business for 
companies that are not registered in Canada, with resulting regulatory problems. 
There is a strong case to be made for reducing the ability of primary insurers to 
act simply as fronting companies through the introduction of retention limits, 
while respecting the operation of those companies that provide specialized 


liability markets. 


The Task Force has considered the various proposals with respect to 
minimum levels of retention of gross premiums written. It notes that the 
Insurance Bureau of Canada has suggested retention limits as high as 50%, which, 
in the Task Force's view, would put some companies providing valuable specialty 
liability markets in a difficult position. The Task Force therefore recommends 


that: 
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D.9 Each primary insurer, where appropriate, should be required, by 
statute or by regulation, to retain a minimum percentage of its 
total gross premiums written, such percentage to increase in 
prescribed amounts of an annual basis over a specified number of 
years until it reaches at least twenty-five per cent of such 
premiums. 


The Task Force expects that the regulatory authorities will continue to 
monitor the use of reinsurance in the industry generally and will increase the 
retention limit when necessary and feasible, having regard to the various 


circumstances in that insurers conduct business. 


The second aspect is the degree of reinsurance written by reinsurers 
that are not registered to do business in Canada (and thereby are outside the 
reach of the Canadian regulatory system). Many unregistered reinsurers are 
stable and secure companies to which Canadian primary insurers should continue 
to have access. Some unregistered reinsurers, however, give cause for concern 


in both their operations and solvency. 


Two proposals have been made to regulate unregistered reinsurance. 
The Green Paper proposed that property and casualty insurance companies be 
prohibited from placing more than 50% of their reinsurance with reinsurance 
companies not authorized to do business in Canada. The Blenkarn Report 
recommended that the amount of premiums that a property and casualty 
company, other than a reinsurance company, could cede to a non-registered 
insurer should be limited to the amount of premiums ceded to a registered 
company. In the Task Force's view, neither of these recommendations focuses on 
the critical element, which is the security that a reinsurer has in Canada for the 


purpose of backing up its obligations to Canadian primary insurers. 


Registered reinsurers will have certain security available in Canada in 
order to meet the requirement of federal registration or provincial licencing. 
Unregistered reinsurers may or may not have security in Canada, depending upon 


their methods of operation. 


The Task Force is of the view that more consideration must be given to 
ways of either requiring or encouraging unregistered reinsurers that do business 
with Canadian primary insurers to put in place in Canada adequate security to 
meet their obligations to Canadian primary insurers. The Task Force is not 
prepared to recommend that the regulatory authorities implement either of the 
Green Paper or Blenkarn Report proposals at this time. The Task Force 


therefore recommends that: 





SO AE Ee 


wy b-4{1 ts 


inp ah Sei ees res ima as aaa } 
at ebietoe syn ydorery bra) shane? mi ecenisud ob of PeisT#ige: ton or6 ted? 
tin Rieewenhen bwoteigown yah Ameteye yroreluge: neibansD ors to' rlosey 
syminod iver macwenl yeming oslbensl Aoldw of esinagmes siose bak elder 
(iwianes 16) s2us% rig (mvewor ewinin baatzigewy ones 22938 oven oF 
«Yonevice bas anoitmieqo siert dred ai 


Sum? vararsigenn sietyget of sham sed: ovat ste2ogog owT 
oc reimegmes ganmunl yhinbo bre Yrqosg yer Deeoqorg wqsS Nas “eT 
gancuwcion tHiw wanewachey weet To 'vOt fed ao gnizala ne betidiioi 
Siegal majoslé eT  ysbanaD ni exoniaud ob of besheiwe foA eelnsgmed 
Chowk Hn Weg & cee emudinssg To taboms sdf felt bebaemmosn 
SS tie) py i-Aet 2’ shies biwe> wtsq~moo sonsiuenion & nent redo \yyneqines- 
‘beittigo sof babes emulinang 2o tnvoms edt oF bation ee bluorie sateni 
Cio! pone nest Sroit Aipiderndses Seed? Lo ravlrisn »waiv 2's540% sas? ort nl s¥MEgINES 
ads Ve? Spee i bart weniota Ywily ytivose att 2] coidw pnsimls lective set 
Rocaseures ISMNG NMibens ot enoitegildo sti bash eine to boa ine 


ot spandDHy’ aihtana hinone lates evar Iliw eeauenian sesdsaiged 

.geclonsiilt tadinatworg to noltesuiyen isabel to Inemstiupsy of? f¥sm 6? Yebio 

el ae (lider evel ton yas 40 yen gyeruenioy borateigeinU 
cease Yo wate sea stot 


Ln hill alii ins seeudviias sane a | 

reonigedt Obi tinhs erewkties barsteizerny gnigmuoane 10 yeliupsr seHtis No zyae 
oF Sinusian’ eretpinbs ebene> ni s20lq ol tug or exswent camisg ‘nalbmne? Mil 
veh at ahoht sae 6MtT “seyonueni yrambig aelbans ar enciteyiide sleds i 
seit tu anditie framusigenl eaitinertrus yorsluyoy silt rArtt’b He 
ae en eons eat ee 















164 


D.10 The federal and Ontario Superintendents of Insurance should give 
early priority to a _ reconsideration of the statutory and 
administrative rules or guidelines governing reinsurance provided 
by non-registered reinsurers with a view to increasing the degree 
of security maintained by non-registered reinsurance in Canada in 
respect of their obligations to Canadian primary insurers. 


The Task Force recognizes that, in implementing the minimum 
continuing capital and surplus requirements recommended in D.3 above, primary 
insurers will be allowed a reinsurance credit limited to 50%. This may seem to 
contradict the 25% retention rule recommended in D.9. Supervisory authorities, 
who monitor the use of reinsurance closely, will be in a position to recommend 
increases in either the retention level or the credit depending upon 
improvements in strength of the reinsurance provided to Canadian primary 


insurers. 
Reserves 


One of the most important requirements of a responsible, stable general 
insurance industry is the calculation of, provision for and certification of 


reserves against Claims incurred but not reported, and other contingencies. 


The Task Force commissioned a paper on this subject by The Wyatt 
Company, and endorses its proposal for the more systematic development and 
application of agreed actuarial methods to this activity (see Appendix 8). The 
Task Force also endorses the proposal that has been made in several studies and 
briefs (including the 1982 proposals of the federal Superintendent of Insurance, 
the Technical Supplement to the Green Paper and the Blenkarn Report) that 
property and casualty insurance companies submit reports by an actuary or other 
qualified person to certify that provision made for unpaid claims represents a 
fair and reasonable estimate of the amount that will be required to settle the 


Claims. Such a step has already been successfully taken in Quebec. 


A similar report should be required with respect to the adequacy of a 
company's unearned premiums to cover claims that may be reasonably expected 
to occur during the unexpired period of the policies in force. A transition period 
may have to be given by the regulatory authorities, allowing companies to 
appoint a person other than a fully qualified actuary if the services of a fully 
qualified actuary are not available. This will have the benefit of forcing an 


explicit recognition of the "premium deficiency" item on insurers' balance 
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sheets, something which is already implicitly recognized in their internal rating 
and planning procedures. In addition, this should encourage the establishment of 
insurer stabilization reserves that could serve to moderate the huge premium 
surges that have been witnessed to date. In fact, there is a very limited number 
of qualified property and casualty actuaries, and it will take some time for a 
sufficient number to become qualified. The Task Force urges that the 
appropriate educational and professional bodies take immediate steps to attract 


and train such actuaries. The Task Force therefore recommends that: 


D.11 Property and casualty insurance companies should be required as 
soon as possible, subject to appropriate transitional provisions, to 
appoint a valuation actuary and to include with their annual 
statement and financial statements a report by the actuary 
certifying that the provisions for unearned premiums and unpaid 
claims are adequate. 


Further consideration should be given to authorizing the Superintendents to 
request the filing of loss development triangle analyses from some or all 
companies in order to allow the Superintendents to monitor reserving practices 


and the development of reserves. 
Selfi-Dealing 


Self-dealing refers to non-arm's-length transactions between a financial 
institution and its affiliated institutions or controlling interests. As a general 
proposition regarding regulation of financial institutions, self-dealing has been a 
factor in a large proportion of the insolvencies, bankruptcies and other extreme 
difficulties of financial institutions other than property and casualty insurers. 
Banning it or controlling it strictly, along with requiring thorough disclosure, is 
strongly supported in every set of proposals. The Dupré Report advocated a 
prohibition on all non-arm's-length transactions unless true market value of the 
investment can be objectively ascertained by independent means. It 
recommended that consent be obtained from the Superintendent of Insurance for 
insurance transactions which involve self-dealing, it having to be demonstrated 
that the transaction is in the best interests of the corporation. Moreover, it 
recommended that every exemption made by consent would require disclosure by 


the Superintendent to a standing committee of the Legislature. 


The Green Paper proposed an outright ban on all non-arm's-length 


transactions between a financial institution and its affiliated institutions or 
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controlling interests. A modest purchase or sale of service in the order of 1% of 
total expenses or revenues and relatively modest loans to officers and directors 
would be exempted from this ban. Other limited exemptions would also be 
considered, including special considerations for reinsurance arrangements 


between affiliated and related insurance companies. 


The Blenkarn Report recommended that financial institutions be 
permitted to engage in non-arm's-length transactions except those that are likely 
to have a significant impact on an institution's solvency. These prohibited 
transactions would be set out in regulations governing each of the major sectors 
of the financial services industry, after consultation with professional 
associations and representatives from financial institutions. All financial 
institutions would also be required to establish a committee of the board with 
responsibility for reviewing and approving these types of transactions. Such a 
flexible approach to self-dealing could be important to the property and casualty 
insurance industry because a large number of insurers are members of an 
affiliated group that uses inter-company reinsurance in order to spread the risk 
among its membership. A ban on internal reinsurance transactions would force 
many companies to seek reinsurance in world markets.even more than at present, 
with the result that any difficulties in obtaining it might cause them to limit 
underwriting, thereby affecting the supply of insurance in Canada. The Task 


Force therefore recommends that: 


D.12 Property and casualty insurance companies should be permitted to 
engage in non-arm's-length transactions except those that are 
likely to have a significant impact on a company's solvency. 


D.13 The prohibited transactions should be set forth in regulations 
under the appropriate federal and provincial legislation. 


D.14 All property and casualty insurers should be required to pass a by- 
law establishing a committee of the board with responsibility for 
reviewing and approving all non-arm's-length transactions. 


Conflicts of Interest 


Major conflicts of interest appear to be less likely within the general 
insurance field than, for example, in the trust and loan field, where the roles of 
trustee and financial intermediary could severely clash. Nevertheless, conflicts 
will arise among customers or claimants of insurers, or between insureds, brokers 


and agents and insurers. They can also arise between a general insurance 
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Operation and other operations within a financial conglomerate. A particularly 
important set of potential conflicts can arise between property and casualty 


insurers and brokers and agents. 


The approach to potential problems should include the creation of 
"Chinese walls" between fiduciary activities and other operations, increased 
corporate disclosure and increased public access to remedial action. In a 
program of regulatory reform, the specific rules and procedures for each sector 
of the financial services industry would be left to the federal and provincial 
regulatory authorities. Guidelines for increased disclosure of information would 
also be developed to enhance the ability of consumers to make informed choices 
in view of the increased possibility of conflicts of interest resulting from product 
bundling, corporate affiliations and networking. These aspects of conflicts are 
especially important for property and casualty insurance. The Task Force 


therefore recommends that: 


D.15 Property and casualty insurance companies should be required to 
create and maintain "Chinese walls" to prevent the flow of 
information between certain departments within a company or 
between affiliated companies where the flow of information 
might give rise to conflicts between: (i) the interests of 
customers or claimants of the company; (ii) the interests of a 
customer and that of the company; or (iii) the interests of a 
broker or agent and that of the company. 


D.16 The federal and provincial regulatory authorities should consult 
with trade associations, professional groups, insurance companies 
and consumer groups in developing guidelines for increased 
institutional disclosure of information to consumers in view of the 
increased possibility of conflicts of interest arising from product 
bundling, corporate affiliations and networking. 


Policyholder Compensation Funds 


The Task Force strongly recommends the mandatory membership of 
insurers in Compensation Plans as a condition of licencing to carry on business. 
The Dupré Report favours the development and implementation of industry- 
operated compensation funds, membership in which would be a condition of 
licencing in Ontario. The Blenkarn Report recommends that a separate fund be 
established for general insurance (along with one for life insurance) and that 
participation in the fund be made mandatory for all federal companies and 


optional for provincial companies that met the standards set by the fund. The 
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fund, under Blenkarn's proposals, would be financed by the industry, but would be 
administered by a national regulatory authority or corporation. Ontario Bill 108 
proposes an industry-funded post-assessment fund to operate nationally through a 


compensation corporation. 


The compensation fund proposed in Ontario Bill 108 is quite far- 
reaching, prompted as it is by the recent insolvencies of The Pitts Insurance 
Company, Strathcona General Insurance Company, Northern Union Insurance 
Company Limited, and Northumberland General Insurance Company, and the 
rehabilitation of Canadian Great Lakes Casualty and Surety Company Limited. 
A Compensation Corporation would be established, the members of which will 
include all general insurers licenced by participating jurisdictions. Elected 
representatives of the industry would sit on the board of directors, while the 


Superintendents of Insurance would be ex officio members of the board. 


The aim of the Fund is to assist claimants in the "personal lines" 
business rather than to cover typical commercial risks. Therefore, certain types 
of specialized insurance will be excluded from coverage, such as errors and 


omissions, and directors' and officers' insurance. 


The extent of compensation is limited in the following way: 


© A cap on payment of $200,000 per claim. (Note that 
approximately 98% of claims are under this amount and that this 
is the uninsured motorists! limit.) 


fe) A deductible of $500 per claim. (Note that the intention is to 
hold the broker, not the insured, liable for the deductible, thereby 
putting the onus on the broker to more thoroughly investigate the 
financial state of the insurer. The quid pro quo is increased 
disclosure of financial information as noted above.) 


° Provision that payment be made only after proper determination 
of the insolvency of an_ insurer. (Note that the federal 
government will have to amend the Winding-Up Act to change the 
priorities of claims and unearned premiums.) 


fe) A post-assessment system backed by a $10 million line of credit. 
This will be based on the total direct premiums related to the 
covered business a member has written in the jurisdiction where 
the insolvent company was licenced. 


The Task Force notes that the proposed cornpensation fund legislation 
also contains additional financial requirements for all property and casualty 


insurers licenced to do business in Ontario. These include: 
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(1) an established ratio of gross written premiums to paid-up capital 
and surplus, and of net written premiums to paid-up capital and 
surplus; . 


(2) actuarial evaluation as to the adequacy of provisions inade for 
unearned premiums, unpaid claims and claims adjustment 
expenses; 


(3) limits on amounts that may be permitted to be due from agents of 
the insurer, in relation to its paid-up capital and surplus, and also 
from subsidiaries and affiliates of the insurer; 


(4) the necessity of maintaining assets in the form of authorized 
investments in excess of the outstanding liabilities of the insurer, 
to be prescribed by regulation; and 


(5) prescribing a maximum portion of risk that may be reinsured with 
unlicenced insurers, as to each different classification of 
insurance. i 


The Task Force commends the foregoing initiatives to establish a 
compensation fund and to implement related regulatory requirements as 
important steps in promoting stability in the insurance market. The Task Force, 
however, questions whether an industry-operated fund is the most desirable 


model. 


The problems faced by a contingency fund operated solely by the 
industry include the setting and enforcement of standards across al! jurisdictions 
and the need for an adequate fund to protect policyholders against major 
defaults. Because of variations in standards, monitoring and surveillance across 
jurisdictions, it will be difficult to set more than minimal standards that would 
be acceptable to all jurisdictions. Furthermore, early detection and correction 
of difficulties should be a primary goal of the fund. Either the fund operators 
themselves or the regulatory authorities on their behalf will have to exercise 
monitoring, surveillance, and animation of corrective action. Without a fund 
established by pre-assessment, the industry could face a financial crisis if a 
major default had to be absorbed over a short period of time, and would probably 
have to turn to governments for assistance. These were the reasons behind the 


Blenkarn Report proposals. 


If there is no provincial and industry support for federal government 
initiation with respect to a compensation fund, then the Task Force recommends 
that Ontario take the initiative and create a fund for property and casualty 


insurers. A mixed funded and pay-as-you-go basis appears to be the most 
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appropriate model. Ontario would have to undertake or cause to be undertaken 
the regulatory activity required for such a fund. The Task Force therefore 


recommends that: 


D.17 A_ federal policyholder compensation fund for property and 
Casualty insurers should be established as soon as possible and that 
membership in such a fund be mandatory for Ontario-licenced 
property and casualty insurers. 


D.18 If the Government of Ontario determines that a federal fund is 
_nhot to be formed, the Government should establish a fund for the 
protection of policyholders in consultation with the industry, and 
membership in such a fund should be mandatory for Ontario- 
licenced property and casualty insurers. 


D.19 Any fund established should be funded by both regular assessments 
to allow accumulation of funds and special assessments based on 
experience. 


It follows from the requirement that all Ontario-licenced property and 
Casualty insurers participate in a compensation fund that the fund itself will be 
exposed to varying levels of risk depending on the financial strength and stability 
of each company. The challenge in structuring such a fund is to build in 
incentives to member insurers to increase their strength and stability. In setting 
assessment levels, the claim experience of each particular company and the 


actual cost of supervising and monitoring each company should be considered. 


How are the insurers accountable for their financial activities? 


Substantial financial information is already collected by the 
Superintendents of Insurance, largely through the filing of annual statements in 
the form prescribed by the Superintendents (currently it varies somewhat across 
jurisdictions) and through examinations. These accountability mechanisms 
historically have focused on the solvency, financial practices, stability and 


growth of individual insurers. 


It has become apparent that, in some cases, statements should be filed 
more frequently in order to allow regulatory authorities to monitor the financial 
position of a company more closely. The federal Superintendent of Insurance 
made a proposal in 1982 that the appropriate legislation be amended to require 


any company to file interim financial statements in such detail and with such 
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frequency as required by the Superintendent. Such statements would have to be 
filed within 45 days after the closing date of the period to which the statements 
pertain (90 days in the case of reinsurance). The Task Force agrees that 


regulatory authorities should nave such powers, and recommends that: 


D.20 The appropriate federal and Ontario legislation should be amended 
to authorize the respective Superintendents of Insurance to 
require the filing of interim financial statements from such 
companies, in such form and with such frequency as required by 
the Superintendent. 


Portions of the annual statements of federally regulated companies are 
currently available to the public. The portions kept confidential are the section 
103 solvency test calculation, the investment valuation reserves and the loss 


development by year. 


The Task Force is informed that federal and provincial supervisory 
officials are developing a new uniform annual statement that will be an 
enhancement of the federal form and that will require all insurers to adhere to 
““generally accepted accounting principles". The Task Force therefore 


recommends that: 


D.21 The federal and provincial regulatory authorities should expedite 
completion and implementation of the new uniform annual 
statement, and all parts of such annual statement should be made 
available to the public in a cost-efficient form. 


There have been suggestions that the Superintendents of Insurance 
should release information on the terms and conditions of companies! licences, as 
well as information on which companies have been placed on the "watch" list. 
The Task Force is of the view that the companies and the regulatory authorities 
involved should be given every opportunity to resolve problems in a private and 
responsible way. The Task Force emphasizes, however, that better disclosure to 
the public (both in terms of content and frequency) and the establishment of 
compensation funds must be put in place in order to ensure that the public is 
accorded the maximum degree of protection consistent with preventative and 


rehabilitation efforts by the industry itself or regulatory authorities. 


Beyond the questions concerning individual companies and consumers, 
however, are the problems of obtaining information on a number of critical 


aspects of the industry's operation, in particular: 
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overall profitability; 


profitability by lines of insurance and by various geographic 
regions; 


elements of operating costs, including selling, claims adjusting, 
legal and various administrative and transactions costs; and 


differences in operating costs among various lines of insurance. 


Certainly, immediate changes to the nature of financial reports made 


available to the general public are essential. In this connection, it would be 


desirable to 


make use of the permanent federal-provincial consultative 


mechanism consisting of a council of ministers responsible for financial 


institutions, as recommended by the Dupre Report, to formulate co-ordinated 


and uniform reporting and disclosure requirements. The Task Force therefore 


recommends thats: 


D.22 A permanent __ federal-provincial consultative mechanism 


consisting of a council of ministers responsible for financial 
institutions should be established and early priority should be 
given to establishing new industry-wide reporting and disclosure 
requirements with respect to critical aspects of the industry's 
operation, in particular: 


Q overall profitability; 


fe) profitability by lines of insurance and by various geographic 
regions; 
fe) elements of operating costs, including selling, claims 


adjusting, legal and various administrative and transactions 
costs; and 


fe) differences in operating costs among various lines of 
insurance. — 
IV MARKET REGULATION 
Introduction 
The governmental interest in the availability, reliability and 


affordability of insurance, as implicit in the Terms of Reference of the Task 


- Force, carries with it an implicit interest in the operations of the insurance 


marketplace. 
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The Task Force has explored the operations of the insurance 
‘marketplace, with a view to making recommendations in connection with its 
enhanced performance. The issue remains as to the extent to which government 


must, or should, be involved in the operation of the marketplace. 
The Insurance Contract 


The property and casualty insurance industry is basically responsive 
rather than innovative in the design of insuring agreements. Nevertheless, in 
recent years, the insurance industry has responded to the changing needs of both 
corporate and individual consumers by the development of policies to cover such 
things as strikes, kidnappings, extortion, adverse publicity, takeover attempts or 


tender offers, tax interruptions and computer crime. 


Most consumers already have personal liability protection through their 
homeowners' policies, and such policies are readily available in Ontario at 


reasonable cost. 


As has been previously noted, the insurance product is an intangible. It 
ls a promise to pay or to respond to an event that might happen in the future. It 
is embodied in the insurance contract. It is essential that the insuring 
agreement, as a legal contract, clearly define the rights and obligations of both 
parties in legal terms that can be reviewed by the court process. This contract 


may be the most important contract that an insured enters into in his lifetime. 


Under the provisions of the Ontario Insurance Act, insurers have the 
right to develop their own contractual forms, with the exception of the 
automobile policy forms, and are to be encouraged to develop additional types of 
insuring agreements designed to meet the needs of their insureds. The existing 
provisions of section 94 of the Insurance Act should be maintained, thereby 
giving the Superintendent of Insurance the right to require the filing of any 
insuring agreement with him and to investigate and report any case where an 
insurer issues a policy or uses an application that is, in the opinion of the 
Superintendent, unfair, fraudulent or not in the public interest, to the Minister -- 
who, if he concurs with the report, may order the Superintendent to prohibit the 


use of such policy or application. The Task Force therefore recommends: 


D.23 The right of insurers to design insuring contracts to meet 
consumer needs without prior approval should be continued, and 
that the right of the Superintendent of Insurance and Minister to 
disallow contracts that are unfair, fraudulent or not in the public 
interest should be maintained. 
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Brokers and Agents 


The Task Force is aware of the remoteness of the primary insurer from 
the consumer. To many consumers, the intermediary they deal with is the 
insurer. This places a heavy responsibility on intermediaries to communicate 
effectively with both the primary insurer and the consumer. Consumers have 
indicated the feeling that the primary insurer is unresponsive to their changing 


needs. Certain intermediaries share this concern. 


Some insurers have formed insurer-intermediary committees to 
consider relationships between themselves and consumers, to strengthen 
communications, and to allow insurers to become more responsive to their 


clients. The Task Force therefore recommends that: 


D.24 All primary insurers should establish committees with their 
brokers that will develop mechanisms responsive to consumers and 
strengthen communication. 


Small and medium-sized commercial and industrial insureds are, in most 
cases, not in a position to have their own risk managers. Further, there are . 
programs of risk management that are utilized only for the direct customers of 
the various insurers, major brokers and associations involved. The Task Force is 
aware of the expertise that lies within the Ontario Risk and Insurance 


Management Society with respect to the benefits of risk management services. 


There is, however, a lack of direct response to the public in general, a 
lack of co-ordination in advice and approach, particularly to those purchasers of 
insurance who have been severely affected in the liability insurance field. It is 
important that all intermediaries be familiar with the principles of risk 
management, as well as being aware of the loss prevention services that can be 
provided. By judicious use of the principles of risk management and loss 
prevention, insurance costs can be controlled to some extent, and risk exposure 
reduced and dealt with more effectively. The Task Force therefore recommends 


that: 


D.26 The Insurance Bureau of Canada and The Insurers' Advisory 
Organization, together with the Insurance Brokers Association of 
Ontario, should accept and adopt as their mandate the promotion 
of risk management services through appropriate arms of the 
insurance industry, in order that public education of risk 
management services and loss prevention control can be co- 
ordinated, promoted, and the public assisted, particularly those 
insureds facing difficulties with respect to liability insurance 
coverage. : 
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Governments have historically assumed responsibility for protecting the 
public from losses. This includes police and fire protection systems, fire and 
building code standards, government regulation of hazardous substances, zoning 
by-laws that prohibit an accumulation of hazards, and government participation 


in other public safety mechanisms, such as inspections. 


Insurance companies take account of the level of fire protection 
services in a municipality in determining the cost of property insurance 
coverage. There is arguably no reason why a greater focus on risk management 
programs, loss control through hazard identification, pre-loss inspections, etc., 
could not permit similar premium differentiation in respect of all types of 


liability insurance. The Task Force therefore recommends that: 


D.27 The Government of Ontario, through the Interministerial 
Committee established to deal with property and casualty 
insurance problems, should take the lead in encouraging a debate 
over the appropriate balance of responsibility for such loss 
prevention measures among individuals or businesses, insurance 
companies and public bodies. In addition, it should promote more 
research and development into product and safety standards, more 
training of personnel in loss prevention and control (see, for 
example, the IAO's School of Loss Control Technology), and more 
public education. Finally, the government should require more 
data collection on the causes and extent of losses of all types. 


Superintendent's Role 


The Task Force, in making the foregoing recommendations (D.24 to 
D.30) concerning brokers and agents, is cognizant of the fact that the changes in 
the distribution system that it has recommended are a fundamental part of the 
structural changes necessary to deal with the current problems of availability, 
reliability and affordability of insurance contracts in the province. Without such 
changes being made, there will not be a clear and demonstrated response by the 
insurance industry to meet the current essential needs of the consumers 


endeavouring to utilize the system. The Task Force therefore recommends that: 


D.28 The Superintendent of Insurance should include in his annual 
report to the Minister a special report with respect to the 
progress of industry associations towards achieving the necessary 
structural changes to the system encompassed in the foregoing 
recommendations. 


) i , 

7 it - a 
o : . £5 
fc » af 


ie) Gene ae 
C oo Gee Twa 7" 7 
; hae. ‘ 7 eee Tye) ol noni ai 





oy 5 9 3° ve Ge, 9 2 Gee ay ee 

apltosinac,:aalk Sop hewtliiee,s Amana ‘eninegmion songwenl i‘ 
Sonenien) yMeqoig lo: sep ort gainimets ni ytilagivinum, ». nl eedlvase, 
Themaganem. dels ne 2490) Tesee7g B YAN HORADY on yideugsa ol qnerlT - .egmeves 
wore yenclioequn ¢relessg ,noitanltigneh! bieged dguord’. iownes enol ,emsygoig 
ic asqy? Le to taagees ob noituliner ith, .cutieng selimig: tiemeg, ton blues) 
a eT ae vaoneqweni y2ilidatl, 


Siom store tive: ti soitibba al .asibod brie 

arom shashreds Leones bare pra pp nnn bas rmriseesy 

vol ,o92) lertooo bag noitneve ni lennorieq jo grinisn 

Teoal tna Jecaeinadset \othas) wed ta Loesch id oad aia 

“nom sivpt bivol themmevoy aif ,vileait sneltsoubs Sildiiq’ | 
amy He 10 eeceal To rnaixe bn epeusc edt ne noltoelles 4 sb ; ; 


0 ¥S.0) enobtabrenmoss gnlegeiot art. gnisiem nil odo dest oft 
ni sognate ocy fart roel orth to Mneslagoo gi ,2rnege Die eae galmeono> (06.0 
wi Je tisq Laren abe? 6 916 bebrmmpooe7 gent 3) bart avsteye soltudiazeid err 
“Uiidsileve te aawiderg thntws ety dtiw ised. of. yieereoen esgnedo lewIu ite 
our tuertL! .sonlvens set 4 arenas sone iweni oe xtitidebrolte bas yeilidgias 
ol? ye Senoqgen Seteitanomel bas atelp 6 ed ton tliw exert ebsm gnled soynaro 
ciamueno> elt to gbhaon Lekionees soem of 90m, 0%, yueubni sonpiwenl 
“fads eboeminoues i at Sono eat we caene odd esili2y ot gniwovesbne 















Pe Bisode sonoma te “tim ‘edt 8.0 | . 
Pvt © serene wit of hoges mn 
wor enaixeivoms Yuteubn! to eseigorg | 
aha 7 = pei 
idle <a) : a 
a4 of «ipa + > | meee 
ve Mae 





we Ot 
| ed 
i> 





176 


Advance Notice of Changes 


The basic insurance contract is provided through an agent/broker to an 
insured, generally through an annual contract. The agent/broker assumes 
responsibility for renewal, and is the main contact with the insured. As recent 
events have illustrated, changes in price can occur much more frequently than 
annually, and the startling effect of a substantial price increase occurs at the 
time the insured receives notification from his agent/broker. In a similar 
fashion, deletion of coverages, increases in deductibles and the addition of 
exclusions under an insurance contract add to the pressure placed upon an 
insured in a short period of time to accept or reject the contract as offered 


through his agent/broker. 


The situation with non-renewal has been demonstrated to be equally 
severe; in many instances, the agent/broker is left in a position of not knowing 
whether a renewal of an existing coverage in a very restricted market will be 


forthcoming. 


The Insurance Bureau of Canada issued to its member companies 
guidelines for handling non-renewals of personal line policies in October 1976. 
Although similar guidelines might be considered for commercial line policies, 
there is some suggestion that primary insurers often do not know until very close 
to the renewal date whether reinsurance will be available. Primary insurers 
would be at a distinct disadvantage if they had to decide whether or not to 


extend coverage in advance of a reinsurer's decision. 


Preblems similar to those in Canada occurred in the United States long 


before they surfaced here. 


As a first step to deal with the lack of insurance coverage many 
industries were facing, some states passed new regulations with respect to non- 
renewals and to prevent insurance companies from cancelling policies in midterm 
without adequate notice. Critics, however, felt that such actions would make 
insurers more reluctant to write risks in those states, and would cause sorne to 


leave states, adding to the lack-of-capacity problem. 


Until now this has been a routine marketplace activity that has 


generally been well handled by both brokers and insurers. Government regulation 
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in this area, e.g., to force statutory notices of non-renewal, could well 
exacerbate this system and force insurers to come to premature decisions. 
Nevertheless, insureds must be kept adequately informed of changes. The Task 


Force therefore recommends that: 


D.29 The insurance brokers (through their association, the Insurance 
Brokers Association of Ontario) and the insurers (through the 
Insurance Bureau of Canada), under the aegis of the 
Superintendent of Insurance, should develop guidelines which will 
ensure timely notification to insureds of changes in price, 
coverage, exclusions and non-renewal. This recommendation is 
made on the basis that marketplace guidelines would be the best 
solution but on the express understanding that failure to arrive at 
a solution would result in a mandated standard, in each instance, 
by government regulation. 


Rate Regulation 


Regulation of insurance rates in Ontario exists only in the case of the 
Facility Association (the automobile residual market, which is discussed in Part 
C). It has been proposed by various interested parties in Ontario as a stabilizing 
factor. It is inexorably linked to solvency regulation of individual insurers. While 
it appears that the provinces have authority to legislate with respect to rate 
regulation, it must be borne in mind that the majority of insurers operating in 


Ontario are federally regulated with respect to their solvency. 


In this area, the Superintendent of Insurance continues to rely 
principally on moral suasion to resolve problems in the industry, backed by the 
implied threat that the unproclaimed sections of the Insurance Act extending his 
authority over unfair and discriminatory rates could be proclaimed if moral 


suasion fails. 


Once again, however, the Superintendent is also hampered in his efforts 
by the nature of the information he receives. For example, while some major 
automobile insurers voluntarily file information such as rate manuals and rate 
evaluations, information on other lines of general insurance is not provided in a 
similarly consistent fashion. And with respect to loss statistics for various types 
of general insurance, reporting according to a uniform statistical plan is 


mandatory in automobile lines, but not in property and casualty lines. 
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The Task Force is of course aware of substantial improvements in the 
data bases to date. For example, the IBC has improved the Commercial Lines 
Statistical Plan through additional definitions as to the cause of losses and better 
coding criteria. New schedule rating was implemented shortly after 1979 which 
is today represented in the IAO's Rapidscan service. More recently, a new 
general liability statistical plan has been developed by the IBC and will be 


implemented in the near future. 


It is also important to understand the role played by the Insurers' 
Advisory Organization before making any recommendations in respect of rate 
regulation. The Insurers' Advisory Organization (IAO) is the largest insurance 


advisory rate-making body in Canada. 


The IAO is comprised of over fifty member company groups who write 
property and casualty insurance in Canada; since April 1985, its services have 
been available to members on a "user-pay" basis. Prior to that time, its services 
were only available to members who paid an annual assessment, regardless of the 
extent to which they used the service. IAO-promulgated rates are "advisory" 
only and members are under no compulsion to use them. The rates are "advisory" 
in nature to avoid, among other things, difficulties with the federal Combines 
Investigation Act. In actual fact, very few companies utilized IAO rates in 1985 
for automobile insurance (see Table | in the research paper prepared for the 


Task Force by Woods, Gordon entitled "The Distribution System"). 


The IAO recommends rates for automobile insurance in Canada in all 
jurisdictions which are not serviced by public insurers, and for personal and 
commercial property country-wide. The IAO does not make rates for 
commercial liability because no credible statistics exist on which to begin the 
process. The "Red Book" generated by the IBC's statistical reporting service has 


been generally regarded as less than adequate. 


Accordingly, the IAO advisory rate-making service is used by many 
insurers as the base for automobile and personal and commercial property rates 
from which they can create their own rates utilizing their own estimated loss 
experience and operating cost profile. For others, IAO rates are used as a 
benchmark, for comparative purposes, against which to test their own forecasts 


about rates. For other specialized classes of insurance or for unusual risks, 
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insurers create their own rates based upon their own experience, underwriting 


criteria and operating cost profile. 


Assuming the desirability of greater stability of insurance rates, 
particularly in light of the "yo-yo" pattern of recent years, there are several 
options available to improve the monitoring of the effectiveness of competition 
in insurance markets and thereby ensure that the consumer obtains the "best" 
price and insurance product possible. These include rigid rate regulation, prior 
approval of rate changes, and open competition rate regulation (no filing 


required). 


There are inherent dangers in establishing a process of rate regulation: 


fe) It may tend to favour the regulated industry. Insurer interests, 
with their more concentrated stakes, will have greater incentives 
to mobilize and greater access to relevant information and will 
disadvantage the less-informed consumer interest. This may 
result in rates being set too high. 


fe) On the other hand, rates that are set too low can drive capital 
from the industry. For example, a few concentrated consumer 
interests might force rates to be held to below normal rates of 
return, with a resulting shift of capital out of the industry, a 
Gecline in capacity, and ensuing shortages in supply. 


° While rates of return may be set just right, they can also fail to 
provide incentives to increase productivity. 


Rate regulation has been tried, in its various forms, in the United 
States with respect to insurance rates. The opinion is that the effects have been 
largely cosmetic, in that regulators allow deviations from established levels in 


rates that are, in effect, determined by competitive forces. 


In its 1979 report, the Select Committee considered and opted for open 
competition rate regulation (no filing required) for monitoring the effectiveness 
of competition. It recommended that the Superintendent require reporting of 
data that would satisfy the monitoring tests developed in the United States by 
the National Association of Insurance Commissioners (NAIC) with respect to 
performance indicators, structural indicators and conduct tests. (Performance 
indicators include the components mentioned earlier with respect to suggested 
improvements in financial reporting, together with information on variations in 
rates and price changes per company per year. Structural indicators include 


concentration ratios by line, market share ranking by line, and information on 
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entries and exits. Conduct tests are less precise, but would focus on the relevant 
practices of the insurer in question, issues of integrity, avoidance of conflicts of 


interest and so forth.) 


The Task Force has concluded that the option of rigid rate regulation is 
not a desirable direction for government action. Equally, despite the apparent 
success of such rate boards as the one in Alberta, the evidence is unclear as to 
whether the presence of a rate board is really a material factor in the increased 


rate stability in Alberta compared to other jurisdictions. 


The Task Force has concluded, however, that the government should 
strongly considering implementing a systematic framework for the monitoring, 
surveillance and evaluation of rates. Such regulation does not entail setting 
floors or ceilings on rules. But insofar as it involves a much more systematic 
public analysis of the underlying determinants of rates, it would certainly result 
in much more rate stability than we have witnessed to date. The Task Force 


therefore recommends that: 


D.30 The. Government of Ontario should seriously consider the 
implementation of a systematic framework for the monitoring, 
surveillance and evaluation of rates with a view to ensuring 
greater rate stability and public understanding of the 
determinants of rates and the basis for the rate changes. 


In conjuction with the implementation of such a framework, it is also 
recommended that the Superintendent submit an annual report to the Ontario 
Legislature that would include a review of the competitive indicators monitored 
by the Superintendent, and a critical commentary on the analyses related to the 
Statistical information. This too was recommended by the Select Committee in 


1979 and would involve amendments to Sections 18 and 90 of the Insurance Act. 


The concept has been implemented in Quebec in the form of the annual 
report of the Inspecteur des Institutions Financiéres. Although some argue that 
the comments therein on the propriety of rates come "too little, too late", no 
one doubts that the annual report is a useful innovation. Most recently the 
Dupré Report has likewise concluded that the tabling of the Superintendent's 
report with a standing committee of the Legislature is highly desirable, and 
would be an important component of any package of reforms aimed at improving 
the public's confidence in the financial system. The Task Force therefore 


recommends that: 
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D.31 The Superintendent of Insurance should be required to file an 
annual report to the Legislature forthwith after the end of a 
calendar year but not later than April 30, providing disclosure of 
the loss and expense data and a review of the competitive 
indicators monitored by his office. 


It should be noted that, in respect of automobile insurance, as noted in 
Part C, the Task Force does favour greater supervision of the rates established 
by the Facility Association, particularly as to classification of risks and 


surcharges. 


The Task Force does not recommend the proclamation of sections 369 
to 371 of the Insurance Act at this time. These provisions would give the 
Superintendent very wide powers of regulation which do not appear to be 
necessary and are not appropriate in the context of the introduction of 


monitoring, surveillance and evaluation of rates. 


V SUPERVISION OF INSURERS 
Introduction 


As noted above in "Financial Regulation", a number of recent reports 
have focused attention on the important goal of enacting more rigorous controls 
on the financial activities of property and casualty insurers (as well as those of 
other financial institutions). These reports also reflect other principal concerns 


of both supervisory authorities and insurers, including: 


° supervisory powers with respect to troubled companies; 

fe) modernization of the corporate governance statutory provisions; 
and, 

fe) strengthening of the supervisory system in general. 


The Task Force agrees with the over-all need for change in the very 
near future in order that supervisory authorities will have the proper support and 
powers to enable them to carry out their duties adequately and that insurers will 
have the opportunity to function within the checks and balances of modern-day 


corporate law. 
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Immediate Needs 
Cease and Desist Orders 


The Ontario Insurance Act authorizes the Superintendent of Insurance 
to issue cease and desist orders to prohibit certain unfair and deceptive 
practices. The Insurance Act does not authorize the Superintendent to issue such 
orders with respect to corporate practices or with respect to an insurer's 
financial activities. Further, the Insurance Act does not authorize the 
Superintendent to issue orders to compel a company to take specific courses of 
action (other than making good a deficiency of assets). The remedial powers of 
the Superintendent and the Minister are confined to suspending or revoking a 
company's license in certain circumstances, or taking control of the assets of a 
company in certain circumstances. The federal Superintendent's powers are 


similarly limited under federal legislation. 


The federal Superintendent of Insurance has recommended that the 
federal legislation be amended to give specific authority to the Superintendent 
to direct a registered insurance company to cease doing any act ar pursuing any 
course of conduct that might reasonably be expected to prejudice or adversely 
affect the interests of policyholders of the company or to result in the company 
being in violation of its governing legislation. The federal Superintendent has 
also recommended that supervisory authorities be authorized to direct a 
company to take specific courses of action that appear necessary to protect the 
assets of the company or their value, to ensure that the company carries on its 
business in a sound, business-like manner, and generally to safeguard the 


interests of policyholders. 


It is essential that the Superintendent be authorized to take action 
without prior notice to the company in circumstances where the vital interests 
of policyholders or the public may be prejudiced by the delay involved in a notice 
procedure. The Task Force agrees that the supervisory authorities should have 


such powers and the Task Force therefore recommends that: 


D.32 The insurance legislation of Canada and Ontario should be 
amended to authorize the respective Superintendents of Insurance 
to issue orders requiring a registered or licensed insurance 
company to: 


a) cease doing any act or pursuing any course of conduct that 
might reasonably be expected to prejudice or adversely 
affect the interests of policyholders of the company or to 
result in the company being in violation of its governing 
legislation; and, 
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b) take specific courses of action that appear necessary to 
protect the assets of the company or their value, to ensure 
that the company carries on its business in a_ sound, 
business-like manner and generally to safeguard the 
interests. of policyholders, 


and that, in particular, the Superintendent be authorized to 
proceed without prior notice to the company in 
circumstances where the vital interests of policyholders or 
the public may be prejudiced by delay. 


Role in Administering Companies in Difficulty 


There generally is an interregnum between the time when a 
Superintendent of Insurance takes control of the assets of a company and the 
time when it is decided whether the company can be rehabilitated or must be 
wound up. The Superintendent may be placed in a difficult position during this 


phase. 


The Superintendent may be reluctant to maintain "business as usual" 
until it is known for certain whether the company can be rehabilitated. This may 
tend to make rehabilitation more difficult and wind-up more likely. Until a 
compensation fund or funds are established the Superintendents will continue to 
be placed in a difficult position. The Task Force has already recommended 


elsewhere in this Report the creation of a compensation fund. 


Structures for the Future 
Corporate Governance 


Both the Green Paper and the Blenkarn Report have made extensive 
recommendations with respect to the modernization of corporate governance. 
The Insurance Bureau of Canada agrees on the need to bring insurance legislation 
into line with modern approaches to corporate law generally and sound business 
practices for financial institutions in particular, The Task Force therefore 


recommends that: 


D.33 Federal and provincial authorities should accord immediate 
priority to revision of insurance legislation to bring it into line 
with modern approaches to corporate law generally and sound 
business practices for insurance companies, and resulting 
legislative amendments should include a provision requiring 
regular review of the legislation governing insurance companies. 
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Supervisory System 


The Green Paper, Blenkarn Report and Dupré Report all favour a 
greater centralization of supervision for financial institutions. The Dupre 
Report recommends that this occur separately at the provincial level, while the 
Green Paper proposes an amalgamation of the federal regulatory agencies. The 
Blenkarn Report, taking a broader approach to this issue, recommends the 
establishment of a National Financial Administration Agency (NFAA) that would 
include both federal and provincial participation along with private sector 
participation. This agency would be national in scope and involve both 


supervisory and policy responsibilities. 


Under each of the federal proposals, the regulatory agencies would be 
responsible for all financial institutions, with a separate branch for, inter alia, 
general insurance companies. The Blenkarn Report and the Dupré Report 
recommend that all regulatory costs be charged back to the supervised 


institutions. 


The Green Paper and the Dupré Report recommend federal-provincial 
‘ mechanisms to harmonize policies and implementation, whereas the Blenkarn 
Report would involve joint federal-, provincial-, and private-sector control of 
the agency, which would set common standards and assure consistent 
enforcement. In the Task Force's view, the Blenkarn Report recommendations 
should be viewed as the ultimate goal for the Canadian regulatory system. The 
Task Force recognizes, however, that at this point both the federal and 
provincial governments appear reluctant to transfer their authority and 


responsibilities (particularly for policy) to such an independent agency. 


As a result, it is likely that separate federal and provincial regulatory 
structures will remain in place with centralization of the agencies occuring in 
both jurisdictions. Unfortunately, this also removes the prospect of greater self- 
regulation that was proposed in the NFAA concept since the private sector will 


not participate, under those proposals, in the operations of the agency. 


The Task Force therefore recommends that: 


D.34 The federal, provincial and territorial governments should 
immediately establish a Council of Ministers Responsible for 
Financial Institutions to consider in advance all matters 
pertaining to the policies and regulatory practices governing 
financial institutions, including property and casualty insurance 
companies. 
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VI TAXATION 


Introduction 


Though taxation affects risk and insurance in many ways, four matters 
of special interest turned up in the work of the Task Force. The first is the 
personal income tax on claims paid to individuals, particularly compensation for 
bodily injury. The second concerns the treatment of reserves held by taxpaying 
financial and non-financial producers of goods and services which self-insure part 
or all of the risks to which they are exposed. The third is captive insurance 
companies. The fourth is the tax treatment of stabilization reserves and 


reserves against future shock losses by insurers. 


The general nature of the tax treatment of premium payments and 
claims receipts in property and casualty insurance must be understood before 
considering these tax issues. Citizens as householders, car owners, etc., pay 
insurance premiums which are not deductible; i.e., they are paid out of after-tax 
dollars. Claims paid under such policies are not taxable. Similarly, if someone 
purchases an income replacement policy or a disability income policy, the 


premiums are not deductible and any payments under the policy are not taxable. 


If, as a result of a personal injury, a person recovers, as a third party 
under sorneone else's policy, a lump sum payment representing loss of future 
income, the lump sum is not taxable. Income earned on the lump sum is taxable, 
as is the interest element of an annuity purchased with the lump sum. If, 
however, the lump sum is paid out in the form of a structured settlement, none 


of the monies is taxable. 


Claims paid on account of additional costs of care that have arisen 
from an injury are not income; they are compensation for costs that would not 
otherwise have been incurred. However, in certain circumstances a part of 
claims paid to persons under this heading has been subject to personal income tax 
in Canada -- wrongly, as the Task Force argues below. Claims paid for 
rehabilitation and miscellaneous special help required by the injury likewise are 
not income and should not be treated as taxable income; they are usually 


excluded. 
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What about compensation for non-economic losses, payments as 
compensation for pain and suffering of the victim, or payment to family 
members of a person injured or killed for the loss of care, comfort and 
companionship? Lump sum payments of such compensation have not been 
treated as taxable income, though income from the investment of that capital 


would be taxable in future years. 


The tax treatment of the non-personal! insured is, with some exceptions 
discussed below, straight forward and proper. Businesses generally treat 
premium payments to insurers as expenses in reckoning their taxable income, and 
this is normally accepted by the tax authorities. If a business suffers a loss and 
receives compensation from an insurer, the loss is partly or fully offset by the 
payment from the insurer. The receipt only affects the net capital and surplus 
position of the insured, and enters into the tax treatment of business income and 


Capital gains in the ordinary way. 


Compensation for Future Care Costs 


The first of the serious taxation issues which the Task Force confronted 
was the tax treatment of lump sum claims for the economic losses associated 
with the costs of future care of injured persons. This is the famous "gross-up" 
issue. If a lump sum award or settlement is made to meet the costs of future 
care, the revenue from the lump sum for a number of years after the award will 
exceed the actual and possibly deductible costs of care. If the actuarial 
expectations on which the lump sum was calculated, before taxes, are precisely 
fulfilled, the excess of income in the early years will exactly balance off the 
deficiency in the later years. The injured will start with no capital and end with 
no Capital. However strange it may seem, under the personal income tax system 
the excess of revenue over costs of care in the early years is taxed as income. 
However, in the later years, when the costs of care exceed the revenue from the 
then diminished capital sum, equivalent amounts are not given back from the 


consolidated revenue fund. 


The Task Force considers this practice to be a fundamentally improper 
taxation of awards and settlements for the cost of future care. The 
fundamentals are argued in Appendix 20. The tax authorities acknowledge, 


though they have not legislated on the matter, that costs for care of an injured 
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person are compensation for an economic loss, and not income. If the stream of 
future costs on this account is matched by a structured settlement which 
provides a matching stream of payments, then no part of such payments is 
regarded as income for taxation purposes. If a lump sum is paid in lieu of a 
stream of future revenue to meet these anticipated costs, the injured person 
under normal actuarial expectations has no net increment of wealth or net 
increment of income over the life of the settlement. Therefore there is no net 
income and there should be no net income tax. In fairness, if the tax authorities 
tax a part of the revenue in the early years, they should furnish refundable, 
transferrable tax credits which can be exercised in the later years. This would 
be far too cumbersome and open to abuse. The Task Force therefore 


recommends that: 


D.35 The taxation of revenue from lump sum settlements which arise 
as compensation for the economic losses of injured persons under 
the heading of costs of future care should be abolished. This 
would eliminate gross-up with respect to the cost of future care. 


D.36 The practice of exempting structured settlements for 
compensation for the economic losses of injured persons under the 
heading of costs of future care should be continued and codified. 


Self-Funded Reserves 


The second issue concerns the taxation of self-funded reserves. Self- 
insurance is becoming more common. The Task Force is of the view that 
companies which opt to self-insure should be given incentives to accumulate 
reserves against future losses. The current taxation of such reserves, however, 


Operates as a serious disincentive. 


The Task Force recommends a change in tax laws to allow corporations 
to take tax deductions on "self-funded" reserves in the same way that an 
insurance company can on its claim reserves. This would encourage large 
corporations to retain more responsibility for their own risks. Such a change 
would be beneficial, provided that the amount of risk retained is compatible with 
the ‘risk-bearing capacity of the corporation (or other business entity). Three 


important benefits accruing from this would be: 


(1) More insurance capacity would be freed up for those smaller 
business entities and/or individuals whose lower risk-bearing 
Capacity renders them more dependent on insurance. 
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(2) More insurance capacity would be freed up for new types of cover 
needed to respond to our changing environment and for 
catastrophe cover. 


(3) Greater levels of risk retention would, at least in the long run, 
lead to greater attention to loss prevention and control, which 
would benefit both the individual corporations and society as a 
whole. 


Self-retention of these risks would eventually become a viable 
proposition for many larger corporations if they were able to set aside reserves, 
on a tax-deductible basis, in years when their losses were lower than the average 
for the period as a whole, in order to fund for those inevitable years when losses 
will be much greater than average. This is similar to what would be referred to 
in certain areas as a "claims stabilization" reserve and would increase the ability 
of firms to self-retain their own risks and thus increase the extent to which the 


benefits identified above could accrue. 


This could have long-term benefits for society; it would be clearly 
beneficial if companies with a high pollution liability exposure were able - or 
even required -to set aside, in a trust fund, sums of money to cover the costs 
they will eventually have to pay for the damage they are causing to the 
environment. 

The Task Force recognizes that certain controls would have to be 


placed on such reserves, including: 


(1) If reserves set aside for losses not yet paid are to be tax 
deductible, strict controls will be required to avoid abuse. 


(2) If corporations are to be encouraged to retain greater amounts of 
their own risk themselves, high standards of professional advice 
on the extent to which this is appropriate will be required. 


(3) To prevent abuse, some form of trust might have to be created 
for tax-deductible reserves. 
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The Task Force recommends that: 


D.37 The tax laws should be changed to allow corporations to take 
deductions on self-funded reserves in the same way that an 
insurance Company can on its claims reserves, subject to 
appropriate controls to avoid abuse. 


Captive Insurers 


In certain circumstances and with proper regulation, it is socially desirable 
to allow operating companies to make use of captive property and casualty 
insurance organizations. Under existing legislation and regulations, the use of 
Captives has not been optimal. Moreover, because of tax considerations, most 
Captives that have been used have been off-shore captives, frequently based in 
tax havens such as Bermuda and the Bahamas. If captives are to be used, there 
is merit in their being domestic, openly and properly integrated into the 
Canadian insurance scene, and subject to the regulation of Canadian authorities. 
In the United States, some states have encouraged the domestic domicile of 
insurance captives. The regulatory aspects of captives have already been 


considered in this report. In addition, the Task Force recommends that: 


D.38 The tax treatment of captive insurance companies should be 
examined, alongside the regulatory aspects of such captives, with 
a view to promoting the domestic domicile of such captive 
property and casualty insurance companies as are considered to be 
an appropriate part of the Canadian property and casualty 
insurance markets. 


Reserves (Stabilization and Major Shock Losses) 


Finally, two tax matters related to the reserves of property and casualty 
insurers have come to the attention of the Task Force: insurer stabilization 
reserves and insurer contingency reserves for large shock losses. Historically, 
property and casualty insurers have not explicity recognized a "premium 
deficiency" on their balance sheet; yet they have recognized such deficiencies in 
their internal rating and planning procedures. Although some companies already 
include premium deficiency reserves on their balance sheets, regulatory plans to 
require actuarial certification will force recognition of this item. The tax 
authorities, administratively, have allowed such provision of reserves as an item 


in reckoning taxable income in recent years but confirmation would be helpful. 
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he logic of such a practice is essentially the same as the provision by 
banks of reserves against bad and doubtful loans. The allowance of such 
reserves to property and casualty insurers would have to be subject to rules to 
prevent abuse, just as bank reserves are. The Task Force therefore recommends 


that: 


D.39 Property and casualty insurers should develop, with the tax 
authorities, a set of rules for the deduction of premium deficiency 
reserves where an insurer has a premium deficiency reserve 
program and includes such reserves on its balance sheet and 
provision should be made for rules regarding additions to such 
reserves as an expense item for the measurement of the taxable 
income of the insurers. 


- The other reserve and tax item regarding insurers concerns reserves for 
shock losses, such as the periodic wiping out of greenhouses, or other disasters. 
It has been recommended to the Task Force that property and casualty insurers 
be allowed to set aside as a reserve a small proportion of premium income into a 
reserve against major shock losses and that such charges to reserves be an 
expense in reckoning taxable income. The Task Force therefore recommends 


thats 


D.40 The industry, the regulatory authorities and the tax authorities 
should explore means of improving the provision and use of 
reserves against major shock losses, related particularly to 
disasters due to natural causes, including the taxation treatment 
of such reserves. 


VII A MORE ACTIVIST ROLE FOR GOVERNMENTS IN PROPERTY AND 
CASUALTY INSURANCE 


Introduction 


In addition to setting frameworks for, and regulating the operations of, 
private property and casualty insurers, governments all over the world take a 
somewhat more activist role from time to time. They lead, persuade, threaten, 
order and encourage the market operators to form pools and provide various 
services on different terms, sometimes but not always, with some government 
backup. They become residual insurers for particular risks or in special 
Circumstances. They provide insurance services when there are extreme 
uncertainties, such as those arising from earthquakes, terrorism, floods, crime or 
war damage (and in Ontario, crop failures) when even very strong private 


markets Cannot cope adequately. They may become the main deliverers of some 
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insurance services through a government monopoly insurance operation or in 


competition with private insurers (see List B below). 


Canada has some or all of these activist experiences of governments in 
property and casualty insurance. The Ontario government has been more than a 
passive co-operator or regulator in the development of the Facility Association, 
the Spills Pool and the Ontario Liability Pool. The federal government has 
continuously been involved for decades with export insurance for difficult 
overseas trade risks (including sovereign risks) and export credits. The Ontario 
government has residual responsibilities regarding greenhouses, pollution and 
environmental risks. Four provinces operate government insurance corporations. 
The Task Force has been asked to make recommendations on a government 


insurance corporation for Ontario. 


In this Part, the initial examination is of government insurance 
corporations because the establishment of such a corporation in Ontario would be 
the largest institutional change anyone has yet suggested in the delivery of 
property and casualty insurance. Next, more piecemeal options for government 
acceptance of risks and delivery of some or occasional insurance services will be 
considered. Finally, the important roles of government as animators in insurance 


services will be addressed. 


The most important general message of this Part of the Report is that, 
if the private insurance institutions (which include mutuals, pools, co-operatives, 
joint stock companies and individual proprietorships) and partnerships perform 
insurance services inadequately from a social point of view, inefficiently and 
with a high degree of uncertainty and instability, then governments, and in 
particular the Government of Ontario, will inevitably be drawn into more 


activist roles for at least some property and casualty insurance services. 


Government Insurance Corporations 


Canada is one of the 16 countries in which there are stable government 
insurance companies that are in competition to some extent with private sector 


insurers. They are the following: 
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Saskatchewan Insurance Company: monopoly supplier of the 
compulsory portion of automobile insurance and a competitive 
supplier of optional automobile insurance and of general 


insurance. 


Manitoba Insurance Corporation: monopoly supplier of the 
compulsory portion of automobile insurance and a competitive 
supplier of the optional part of automobile insurance and other 


general insurance. 


Insurance Corporation of British Columbia: monopoly supplier of 
the compulsory portion of automobile insurance and a competitive 
supplier of other automobile insurance; no longer a supplier of 


general insurance. 


Régie de I'assurance du Québec: monopoly supplier of the 
compulsory bodily injury benefits associated with the use of 


automobiles. 


The Task Force has reviewed the documentation on these corporations 
and engaged in direct discussions with each of them, and the Chairman of the 
Task Force has prepared a personal report that is of greatest relevance to the 
consideration of a government insurance corporation in Ontario. This is included 


in the Report as Appendix 19. 


In order to consider clearly the merits of establishing a government 
insurance Corporation in Ontario, some misinformation and confusion have to be 
cleared up at the outset. The most important is the distinction between the 
design or content of the insurance services that are desired in Ontario and the 
means of providing the services. Most of the discussion concerns auto insurance; 
we shall initially concentrate on that domain, but later consider other risks and 


insurance services. 


The design of an auto insurance system and the means of delivering the 
system are very largely separate issues. Many people would like to have an 
improved set of no-fault accident benefits relating to bodily injury in the Ontario 
system. There is no need to have a government insurance corporation to 
accomplish such a change in the design of the insurance services. Many people 


would like to see a rating system for auto users based on driving and accident 
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experience, rather than on age, sex and marital status. Lower insurance 
premiums for young unmarried men with good driving records is the desire of 
many people. There is no need to have a government insurance corporation to 
accomplish such a change in the design of the insurance services. Many people 
would like to have some improvements in the distribution system and in the 
information system. Again there is no need to have a government insurance 
corporation to accomplish such an improvement. The central question is 
whether, for the same basic design of auto insurance services, a private system, 
such as exists and can evolve in Ontario, can deliver the product more 
efficiently, with less difficulty and frustration, with lower transaction and legal 
costs, and with greater responsiveness to the diverse tastes of the public than a 


government Corporation. 


The Chairman considers the following to be a fair-minded evaluation of 
the facts. First, when the government insurance companies in Canada have been 
well run and not overburdened by social missions and unreasonable restraint on 
their premium rates by their masters, they have been quite efficient. They have 
all been efficient performers in recent years. They have also managed to 


achieve a few social goals as well as provide good-quality insurance services. 


Second, when comparisons have been made, as best one can, on the 
basis of "apples with apples", they have shown that in recent years government 
insurance Companies have managed to puta little more of the revenue dollar into 


claim payments than on average private insurers have in Ontario. 


Third, the advantage is not much. Some companies in Ontario are very 
efficient by any standard. The good performance of the government corporation 
may well be temporary as the signs of increased litigiousness have appeared in 
the western provinces, all of which operate with a mixture of no-fault and tort 
compensation schemes. The combination of contingent fee lawsuits and the 
advertising of legal services in British Columbia especially raises worries about 


the cost trends of insurance in that province. 


Fourth, the government insurance corporations do appear to reduce the 


choice open to the citizens and the competition in service to customers. 


Fifth, all of the government insurance corporations have had at least 


one period of unsatisfactory performance, even in automobile insurance. All of 
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them have had more frequent and serious difficulties in general insurance. 


Sixth, the data and analytical systems in the government insurance 
corporations have been impressively efficient, using state-of-the-art technology. 
This is especially true of the Insurance Corporation of British Columbia. Such 
systems have been a major factor in the relatively good performance of these 


corporations in the recent insurance cycle. 


Seventh, this has to some extent been offset by the losses experienced 
by both the Manitoba and Saskatchewan corporations in reinsurance in recent 


years. 


Finally, compulsory auto insurance and personal lines property 
insurance, which have been the staples of the government insurance 
corporations, are not the centre of the greatest problems in property and 
Casualty insurance in the 1980s in any case. And even the important automobile 
insurance questions are about design, not delivery mechanisms. Thus government 
insurance corporations deliver the existing design of automobile insurance, and 
compensation does not appear to be the top priority for a (perhaps necessary) 


activist role of governments in of property and casualty insurance. 


In view of these evaluations the Task Force recommends that: 


D.41 The Government of Ontario should NOT establish at this time a 
government insurance corporation to deliver auto insurance 
services. 


D.42 The Government of Ontario should concentrate its efforts 
regarding auto insurance on improvements in the design of the 
system set out in Part C, which it is contemplated will be 
delivered by an evolving private insurance market system; 


D.43 If the Government of Ontario does choose, for a balance of 
political and social reasons, to establish a government insurance 
corporation to deliver auto insurance services, it should take steps 
as indicated in the Chairman's memorandum to try to ensure a 
"good performing" rather than a "poor performing" government 
corporation. This is not a simple or easy task. 


Two other general considerations also bear on the establishment of a 
government auto insurance corporation in Ontario. Governments have limited 


political capital and energy. Some selection of more important subjects for their 
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efforts is highly desirable. The Chairman of the Task Force suggests that there 
are more important insurance issues than government delivery of auto insurance 


that require attention. 


The other consideration arises from the fact that Ontario is, more than 
any other province, the centre of the nation's capital markets and financial 
services. The consequences of nationalization or provincialization of much of 
the property and casualty insurance industry in Ontario for the overall 
attractiveness and effectiveness of the broader financial functions should be 


considered. 


These recommendations do not imply a laissez-faire approval by the 
Governments of Canada and Ontario to a number of enduring structural issues of 


property and casualty insurance, to which we now turn. 


Activist Roles for Governments with Respect to Structural Problems 


Governments as Animators in the Property and Casualty Insurance Market 


The role of government as an animator regarding general insurance can 
be distinguished from its roles as a regulator, a marginal or fringe participant in 
delivery systems and a mainline deliverer of services. As animator, government 
is mainly assisting the private institutions and participants in market processes. 
Operating market assistance programs and information hot lines, assembling and 
informing interested parties, providing a little "tender loving care" to new 
institutions in their formative stages, promoting improved data and analytical 


systems -- these are the kinds of activities comprising animation. 


Regarding animation, some _ historical perspective is important. 
Governments of all ideological stripes in virtually all parts of North America, 
Western Europe, Japan and the Commonwealth have played some animation role 
in general insurance for many decades. Animation is not a recent or 
hypothetical or especially Ontario affair. However, for the Task Force it is 


Ontario's experience and possibilities that are of primary concern. 


What are the fundamental bases for governmental animation activities 
in relationship to general insurance? Why do governments intervene or feel they 
have to intervene to "help" the private markets? The answers are on two levels: 


one, broadly political or social; and the other, operational. 
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If governments are going to impose mandatory insurance requirements 
on segments or activities under their jurisdictions (e.g., compulsory automobile 
insurance, Compulsory liability insurance as a licence condition for professional 
practice), then governments have to ensure that the service is available, even if 
in some Circumstances private markets have difficulty providing the service. 
Animation may be required to overcome some of the reluctance of a private 
market to provide the full range of required services to all the participants who 


are subject to the requirement. 


Still, on the broadly political or social level, general insurance services 
are so pervasive and vital to so many people, quite apart from standards imposed 
by governments, that governments cannot be expected to stand idly by if groups 
in society have difficulties with the availability, price, affordability and 
accessibility of insurance. Society expects and demands help, at least of an 


animatory kind. 


On an operational level, three considerations underlie government 
intervention, even if only of the animation type. First, a private market 
arrangement, all on its own, may have real difficulty in internalizing the costs 
and benefits of some activities. The activities would not be done or done 
adequately without some collective action being organized. Second, there may 
be severe obstacles to collective action by the private players, arising from 
legislation or rules or fear of allegation of cartel activities, or other activities in 
restraint of trade. Government animation may overcome this problem. Third, 
there may be disincentives for change resulting from structure or patterns of 
behaviour that are too entrenched to be changed by the private players 


themselves. 


Virtually all reasonably developed countries have social security 
insurance. The major exceptions are Moslem countries, where of course Islamic 
law requires that the family care for the aged and sick. In addition, all 
developed industrial countries have export credit guarantee insurance provided 
by governments. Some countries such as Brazil require primary insurers to place 
their business with a government reinsurer (see List A below). Presumably, these 
countries are attempting to keep funds within their jurisdiction, rather than 


provide extra capacity. 
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The most important feature of our study concerns special catastrophe 
insurance that is provided by governments. This insurance is prevalent among 
developed countries, which do not necessarily have socialist regimes. Examples 
are contained in List A. In studying List A, one is struck by the following 


features: 


(1) Each of the perils insured against is indeed one that is naturally 
associated with that country (eg., Japan, earthquakes). 


(2) The insurance is provided, not on grounds of politics, but on 
grounds of need. 


(3) Insurance is not particularly widespread. 


The special risks to which the province of Ontario is prone should also 
be considered in the light of these special catastrophe insurances provided by 


other governments. It would seem reasonable to assume that: 


(1) Ontario is one of the jurisdictions in the world most reliant on 
exports; and, 


(2) Ontario exports into the most litigious country in the world (i.e., 
the United States). 


These two features combined are, it seems, special to Ontario. Thus, 
some form of export liability insurance should be seriously examined by the 
Ontario governmrnent. Such a program would encourage exports by Ontario 
manufacturers and service industries, provide a cutting edge in competing with 
American manufacturers and reduce the overall exposures for most Ontario 


businesses. 


The other enduring structural problems of liability insurance in Ontario 
which have been identified to the Task Force (and reported earlier and in 
Appendix 18) include pollution and environmental risks, the services of the 
provinces and its creatures (municipalities, school boards, utility boards, etc.), 
professional services and services of volunteers. For many of these the industry 


alone may not be able to cope effectively in the next few years. 
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Accordingly the Task Force therefore recommends that: 


D.44 The Government of Ontario should consider a more activist role in 
insurance and reinsurance, in association with the industry, to 
meet the difficult structural problems of uninsurable risks and 
uncertainty, particularly as regards products liability (especially 
in relation to exports to the United States), pollution and 
environmental risks, the services of the provinces and of its 
creatures, professional services and voluntary activities. Some 
of these problems appear to be enduring rather than transitory, 
and a government insurance Corporation may well be an 
appropriate vehicle for helping to deal with these problems. 


The Government of Ontario has been active as an animator in insurance 
markets, particularly during the last year. In this Report, the Task Force 
reviewed the government's role in promoting the development of the Facility 
Association, the Spills Pool, the market assistance programs and the Ontario 
Liability Pool; encouraging and assisting the development of new pools, 
reciprocals and mutuals; promoting of the Canadian Insurance Exchange; 
developing a compensation fund; and improving the data systerns and analysis. 
The federal and Ontario governments have been involved in helping the industry 


to solve problems for general insurance companies that had difficulties. 


These activities appear to be meritorious, and a number of them appear 
to have been rather well done under difficult circumstances. The Task Force 
appreciates how difficult the problems of balance and continuing involvement 
are in such activities. Neither the government nor the industry wants to stifle 
the development of ongoing private sector developments. Yet the very fact of 
government involvement permits the public and the industry to pass their more 
difficult problems over to government. Once the government is providing a 


service, it may be hard to stop providing it. 
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LIST A 


Forms of Insurance Provided by Governments 


Insurance Virtually Totally Controlled by Government 


All Eastern Bloc Countries 
Columbia 

Nigeria 

Pakistan (life insurance only) 
Peru 


Well-Developed Social Security Insurance Systems 
Virtually all countries except 


Brazil 

Chile 

Hong Kong 
Indonesia 
Republic of Korea 
Morocco 

Pakistan 

Saudi Arabia 
Singapore 
Republic of South Africa 
Taiwan 

Turkey 


Competing State Companies (to Some Degree) 


Australia 
Canada 
France 
Ghana 
Greece 
Indonesia 
Mexico 
New Zealand 
Pakistan 
Portugal 
Spain 
Switzerland 


Compulsory Life Insurance for Civil Servants 
Argentina 


Philippines 
Taiwan 
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Compulsory Reinsurance with a Government Reinsurer 


Brazil 
Ghana 
Kenya 
Malaysia 
Morocco 


Catastrophe Insurance Provided By Governments 


Iceland 

Israel 

Japan 

New Zealand 

Philippines 

Republic of South Africa 
United States of America 


all catastrophes 

war damage 

earthquake 

earthquake or war 

crop failure 

riot and malicious damage 
flood and crime 


Export Credit Guarantee Provided by Governments 


Austria 
Bahamas 
Belgium 
Canada 
Cyprus 
Denmark 
France 
Hong Kong 
Iceland 
India 
Ireland 


Israel 

Italy 

Japan 
Luxemburg 
Malaysia 
Norway 

Rep. of South Africa 
Sweden 
Switzerland 
United Kingdom 
West Germany 
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LIST B 
Forms of Insurance Provided by 
Canadian Governments 


(excludes health insurance) 


Automobile 

Quebec - third party only 
Manitoba 

Saskatchewan 

British Columbia 

Export Credit Guarantee 


Federal 


Mortgage Guarantee Insurance 
Federal -- CMHC 


In competition with the Mortgage Insurance Company of Canada. 


Property 

Manitoba 

Saskatchewan 

Workers' Compensation 

All provinces, but not the Yukon or the Northwest Territories, where it is 
provided by the private sector. 

Crop Insurance 


See, for instance: Crop Insurance Act, R.S.O. 1980, c. 104. 
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CONCLUSIONS 


Summary of Conclusions 


The Task Force has concluded that: 


fe) Risk and property and casualty insurance in Canada are undergoing 


fundamental structural changes. 


fe) These changes are rooted in technological, social and judicial changes 


that have altered and destabilized the risk environment. 


fe) These changes have not only increased the risks for which insurance is 


sought, but have introduced massive increases in uncertainty. 


fe) The property and casualty insurance industries have been attempting to 
adapt to these changes, while at the same time carrying an enormous 
baggage of insurance problems over from past contracts, many of them 


going back decades. 


fe) The problems generated by the changes to the risk environment have 
been exacerbated by the effects of the insurance "cycle" as the industry 


shifts from a "soft" to a "hard" market. 


fe) The concentration of both structural and cyclical difficulties has been 
greatest in general liability insurance. The ultimate impact of the 
insurance cycle is also disproportionate because of severe perception 
and response lags within the industry; these lags are due to the poor 
level of information and analysis generated by, for and about the 
industry; improvements in this area would significantly improve 


industry efficiency and economic responsiveness. 


fe) The "hard" market phase of the current insurance industry cycle was 
delayed, and muffled particularly in Canada, by unusual reinsurance and 
investment income factors; eventually, however, a wrenching and 


disproportionate market adjustment took place. 
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Because of the current fragmented structure of the industry, when 
cyclical adjustments in price and retrenchment of markets do take 
place, the re-establishment of a satisfactory price-cost relationship is 
generally slow; indeed, the current crisis indicates that cyclical over- 
adjustment in price and availability of insurance continues to be the 


norm. 


A hangover in underwriting losses in other lines of insurance, 


particularly for bodily injury, also exists. 


The increasing size and unpredictability of judicial awards and extra- 
judicial settlements for bodily injuries, arising from accidents of all 
kinds, are of great concern in the United States; this concern has 
prompted hundreds of proposals in the United States for tort reform, 
mainly by the legislative branch of governments, desirous of asserting 
more control over the compensation process by imposing limits on tort 
awards. 

Regarding risks, awards and insurance, Canada is far from becoming a 
"California of the North" -- however, the developments in the risk 
environment, in the expanded interpretation of liability, and in the 
dramatic increase in the value of awards and settlements in Canada are 
similar to the American developments, and have the same fundamental 


Causes. 


The lack of systematic data on awards and settlements in Canada has 
caused great difficulties both in understanding the real situation in 


Canada and in explaining the differences from the American situation. 


Although many participants are rightfully proud of what has been 
accomplished within the tort/litigation system in Canada during the last 


few decades virtually no one is satisfied with the status quo. 


Many thoughtful and constructive suggestions have arisen for tort 
reform in Canada; most contemplate modest steps designed to improve 
the fairness and efficiency of the tort/litigation system in Canada, and 
to thereby enhance the predictability of risk and the ability of the 


insurance industry to serve the public. 
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A number of these proposals have immediate merit, but others require 


more careful study. 


An impressive case, however, has been made for more fundamental 
structural changes to the current Canadian accident compensation and 


system. 


Therefore serious research and planning work should be undertaken in 
Canada, and in particular in Ontario, anticipating fundamental! reforms 


to the current accident compensation and deterrence systems. 


The case for significantly improving Ontario's current automobile 
accident benefit system is even stronger; the Task Force recommends 
immediate discussions between the industry and the Government of 
Ontario to design and implement a comprehensive no-fault automobile 


accident benefit system. 


The Task Force has recommended against the immediate establishment 
of a government insurance corporation for the provision of the 
compulsory elements of automobile insurance. The Task Force suggests 
that there are other more important insurance matters in Ontario that 
are deserving of the government's political capital and energy. The 
Task Force also believes that these requirements can be adequately 
supplied by private industry. 

Another matter that requires urgent attention is the introduction of 


claims-made policies in the field of general liability insurance. 


It appears unlikely that completely autonomous private market actors 
will be able to provide satisfactory property and casualty insurance 
services in-the near future for some problem areas. More specifically, 
government assistance may be required in the following areas: product 
liability insurance for exports to the United States, some areas of 
professional liability, municipal insurance, voluntary sector insurance 


and insurance for environmental damage and pollution liability. 
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fe) The regulatory framework for the property and casualty insurance 
industries requires improvement in the following areas: solvency 
requirements; financial management standards; disclosure 
requirements; incentives to generate information, and market service 
performance standards. The Task Force has reviewed all the proposals 


extant and has suggested its own regulatory package. 


fe) Risk limitation and control has been relatively neglected in a number of 
activities in Ontario. A more systematic, integrated risk management 


and insurance approach should be encouraged. 


° Finally, a Legislative committee should be established to review, at 
least annually, the performance of the property and casualty insurance 
industries in Ontario; in addition, this committee's mandate should 
include a consideration of judicial awards, extra-judicial settlements 


and the transactions costs for each compensation mechanism. 


The Urgent Need for More Statistical Analysis and Information 


The gaps in statistics and analysis have been touched upon at many 
times in the Report. But the Report would not be complete without one more 


cri-de-coeur for a major effort at improvement. 


Over and over again, the Task Force has had to argue that in matters of 
property and casualty insurance Ontario is not a "California of the North". 
Skeptics keep demanding hard evidence, not lessons in comparative civics. But 


for far too many critical matters the evidence is non-existent or inadequate. 


Over and over again, the Task Force was told that the cost of insurance 
had increased because of social inflation in awards and settlements, in and out of 
courts. Almost as frequently, the Task Force was told that there had been no 
increases in real terms in awards and settlements. In response to this debate the 
Task Force is confident that there has been a significantly higher rate of 
increase in awards and settlements than the average increase of inflation rates. 
However, the Task Force's conclusion is basically qualitative. Without additional 


data and analysis nothing more was possible. Indeed without more information, 
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hypotheses of all sorts remain unchecked and unverifiable. More importantly, 
the defenders of the status quo will be able to continue to assert that there is no 


evidence to support any criticism or proposals for change. 


The information gaps are not quite so serious for the evaluation of the 
solvency, reserve, and profitability of insurers. Much of the relevant material is 
published by, or under the authority of, the Superintendent of Insurance from the 
Annual Statements that insurers must file. However, there remain important 
gaps even on these matters. The schedule for the new reporting forms that are 
proposed for general usage in 1986, will improve the situation. Actuarial 
certification of reserves would also assist, if and when that practice comes into 


general use. 


One of the main gaps in statistics and analysis concerns legal costs 
broken out from claims paid by the insurance companies. At present, it is all too 
easy for accusations to be made that legal costs are the dominant part of the 
whole set of transactions costs, and that they eat up an inordinately high 
proportion of both the premium and the revenue dollar. In the United States, it 
is common to encounter assertions that legal costs eat up 75 per cent of the 
premium dollar in liability insurance. Until reliable statistics are available and 
careful analysis is made of the role of legal costs in the Canadian property and 
casualty insurance chain, it will not be possible to answer such accusations. 
More importantly, without such information it will be impossible to compare the 
costs of alternative adjudication and dispute resolution processes. 

Another gap in the statistics and analysis is presented by the 
inadequacy of information on which to evaluate the cost-benefit experiences of 
risk management and control efforts such as safety programs, and improved 
safety of products, etc. There are some examples in Canada where such data are 
available and where careful analysis has been possible. These examples 
demonstrate the remarkably high pay-off that can be attained from some safety 


programs. 


A number of other deficiencies in statistics and analysis have turned up 
in the work of the Task Force: specifically, data on accidents other than 
automobile or industrial; integrated data bases needed to run an efficient and 
fair bonus-malus system; and even data on the price and availability of some 


insurance services. 
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For an industry that depends on numbers, and that does such an 
impressive job in assembling and analyzing data for many rate-making purposes, 
the gaps in statistics and analysis sketched above are puzzling. For 
reasons which the Task Force was not able to fathom, statistical and analytical 
exercises, which are both possible and could be done economically with modern 
information technology, are either not done, or are done incompletely and 


ineffectively. 


The Task Force suggests that the industry associations and the 
government authorities make a special effort to develop statistical and 
analytical programs to fill most of the gaps noted above. Much the same plea 
was made about a decade ago in the excellent reports of the Select Committee 
on Company Law. Not much has happened in the intervening decade. In this 
Crisis, the public and the industry have suffered more than they needed to, in 
part because of the confusions resulting from the gaps in statistics and analysis. 
It would be unfortunate if a Task Force or a Legislative Committee a decade 


from now had to repeat this plea. 
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SUMMARY OF RECOMMENDATIONS 


PART B: THE CRISIS IN LIABILITY INSURANCE 





RESPONSES TO THE CRISIS AND PROPOSALS FOR REFORM 


Claims-Made Policies 


B.1 


B.2 


B.3 


B.4 


The industry should take immediate steps to ensure clear and 
timely explanations of the scope and application of the claims- 
made policy are provided to insureds directly, and through brokers 
and agents. 


The Superintendent of Insurance should be accorded wider powers 
of regulation in respect of the approval of commercial general 
liability policy forms, with a view to imposing minimum standards 
and to preventing potential abuse of the claims-made form by 
insurers. 


The Government of Ontario should undertake a review of all 
statutes requiring minimum commercial general liability 
insurance Coverage to determine if any additional provisions are 
required in the case of a claims-made policy form, such as 
mandatory tail coverage. 


Specific attention should be given to the claims-made policy form 
in establishing regulations with respect to minimum notice periods 
for non-renewals of coverage, mid-term cancellations and changes 
in coverage. (See Recommendation D-29.) 


Environmental Impairment and Pollution Exclusions 


B.5 


B.6 


BZ 


Consideration should be given to requiring the companies engaged 
in environmentally hazardous activities to set aside reserves to 
cover potentially catastrophic pollution events. Such reserves 
should be tax-exempt (see also Recommendation D.37). 


The Government of Ontario should take steps to encourage the 
formation of an industry-based pool to accommodate currently 
uninsurable risks such as leaks from underground storage tanks 
involving fuel at service stations, home heating and oil, and 
industrial storage of fuel and other raw material and products. 


The Insurance Act should be amended to make clear that insureds 
such as oil companies are permitted to indemnify members of 
their sales associate network and other non-affiliated companies 
and contractors in the event they suffer losses for which 
insurance protection is either unavailable or prohibitively 
expensive such as coverage for underground tank leaks and other 
pollution-related exposures. 
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B.8 The Superintendent of Insurance should work with the insurance 
industry to develop adequate provision for "sudden and accidental 
pollution coverage" within the Comprehensive General! Liability 
policy, and if necessary, address the problem by way of minimum 
statutory conditions. 


Legal Defence Costs 


B.9 The Superintendent of Insurance should examine the treatment of 
defence costs under the Commercial General Liability policy and, 
if necessary and appropriate, make recommendations to the 
government for appropriate action to enhance the protection of 
the insured. 


PROPOSALS FOR NEW FACILITIES AND ENHANCED CAPACITY 
Reciprocals 


B.10 The Superintendent of Insurance should continue to encourage the 
establishment of reciprocal insurance exchanges in appropriate 
cases, and should prepare a booklet describing the nature of 
reciprocal exchanges, their potential advantages and the statutory 
requirements under the Insurance Act designed more specifically 
for commercial entities. 


B.11 The provisions of Part XIII of the Insurance Act should be updated 
and clarified with respect to the obligations of subscribers or 
members of reciprocal exchanges. 


B.12 The Superintendent of Insurance should request a ruling from 
Revenue Canada on the taxation of reciprocal exchanges and 
make available a commentary prepared by Revenue Canada to 
interested persons. 


Insurance Pools 


B.13 The insurance industry should be encouraged to continue to adopt 
pooling measures as required from time to time. 


B.14 The Government of Ontario should continue to be prepared to act 
as the facilitator of industry-based insurance pools when capacity 
crunches emerge from time to time. 


Export Liability Insurance Pool 


B.15 The Government of Ontario should give strong consideration to 
sponsoring an insurance industry pool, the terms of reference of 
which will be carefully drawn up so as to restrict assistance to 
those exporters experiencing a severe availability, adequacy and 
affordability crunch, and to avoid any appearance of subsidizing 
inefficient producers and manufacturers. The pool should be 
administered by the industry and include a hot-line service. 
Government financial assistance might be provided by way of 
reinsurance of the last resort, or guarantor of retrospective rates 
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New Mutuals 


B.16 


eZ 


and excess losses when the capacity even within the pool proves 
inadequate and where the situation so demands in accordance with 
prearranged guidelines. 


The Superintendent of Insurance should ensure that greater 
information on the possibility of creating mutual or cash mutual 
insurance corporations as viable mechanisms for expanding 
Capacity, be provided to the public. 


Expansion of Farm Mutuals 


B17 


B.18 


The proposals of the Ontario Mutual Assurance Association should 
be proceeded with as quickly as possible. These proposals will 
give farm mutuals the same investment powers as other insurers, 
and the ability to form subsidiaries designed to provide 
commercial and urban insurance coverages. Such subsidiaries 
should be subject to capital requirements, regulations and 
taxation comparable to those applying to joint stock property and 
casualty insurers. At the same time, the guarantee fund of the 
farm mutuals must be extended to their subsidiaries to ensure 
adequate protection of the public. 


Farm mutuals should also be required to conform to the same 
rules for financial reporting and disclosure as other insurers. 


Extended Functions of Captive Insurers 


B.19 


B.20 


Self-Insurance 


B.21 


The Government of Ontario should take steps to facilitate the 
formation of domestic captive insurance companies and the 


Insurance Act should be amended to extend to such captive 


insurers. The new provisions should permit sophisticated buyers 
of insurance to form their own insurance companies with a 
minimum of regulatory oversight. 


Revenue Canada should be requested to review its position vis a 
vis Captive insurers, and the federal government should be urged 
to make any appropriate changes to the Income Tax Act if 
necessary. 


The Government of Ontario should request the federal 
government to amend the Income Tax Act to permit corporations 
to take tax deductions on self-funded reserves in the same way 
that an insurance company can on its claim reserves. 
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Insurance Exchange 


B.22 


The Government of Ontario should take immediate steps, with the 
support of its federal and provincial counterparts, to establish the 
Canadian Insurance Exchange in time to take advantage of the 
reinsurance treaty renewal period commencing January 1, 1987. 


THE CALL FOR TORT REFORM 


Some Interim Measures 


B.23 


B.24 


B.25 


3.26 


B.27 


The Government of Ontario should consider taking action to 
introduce changes in the spirit of the proposals reported above on 
pre-judgement interest, gross-up and structured settlements, and 
joint and several liability and limitations. The Government should 
consider the treatment of collateral benefits in connection with 
recommendations C.l and C.2 below for reform of the 
compensation for bodily injury due to auto accidents. The 
Government should give prompt consideration to the risk and 
liability problems of volunteers. The industry and _ the 
Government should seek to develop and apply arbitration as an 
alternative method of dispute resolution in accident compensation 
cases. 


The Government of Ontario should develop and implement, with 
the co-operation of the industry, a statistical plan for the 
gathering of data and the analysis of awards and settlements of 
compensation for accidents, including the components that are 
used in building up overall awards or settlements. 


The OLRC study should expand its mandate to include each of the 
eight reform areas that were discussed above. In particular, the 
question of joint and several liability, appropriate limitation 
periods, the need for Good Samaritan legislation, and the 
arbitration of accident benefits, should be added to the OLRC 
personal injury study. 


A parallel study should be commenced by the OLRC to address 
problems that go beyond the personal injury area and that relate 
to liability under the tort system in general, particularly in the 
professional liability sphere. The Task Force will ensure that the 
OLRC obtains a copy of the Lilly study and related briefs and 
papers so that such questions as concurrent liability, joint and 
several liability, appropriate limitation periods, incorporation by 
professionals and other matters raised therein can be studied in a 
careful and systematic way. 


The work of the Ontario Law Reform Commission in both of these 
areas should be accelerated so that its final report can be made 
available as soon as possible. 
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THE NEED FOR A FUNDAMENTALLY DIFFERENT APPROACH TO ACCIDENT 
COMPENSATION 


B.28 In the short term, a new accident compensation scheme should be 


B.29 


B.30 


implemented by the private insurance industry at least for 
automobile accident injury. (This proposal is developed in more 
detail in Part C below.) 


Ideally and as a medium-term objective, government should begin. 
to work with the private insurance industry to design a universal 
accident compensation plan that would include compensation for 
all accidental injuries. 


Eventually and in the longer-term, federal and _ provincial 
governments should begin planning the co-ordination and 
rationalization of all existing first-party no-tort compensation 
schemes into a universal disability compensation program. 


PART C: OTHER INSURANCE ISSUES 


AUTOMOBILE INSURANCE 


Options for Reform of the Automobile-Related Personal 
Injury Compensation System in Ontario 


Col 


C.2 


The Government of Ontario should work with the insurance 
industry to devise the framework for the private delivery of the 
new system of personal injury compensation recommended herein. 
Particular emphasis should be placed on ensuring the provision by 
the industry of adequate layers of first-party insurance coverage 
above the minimum mandatory compensation levels, as well as 
ensuring access to adequate rehabilitation services. In addition, 
the industry, with the assistance of the Government, should 
establish a pooling mechanism such as a Catastrophic claims fund 
to ensure that all insurers, regardless of size, be in a position to 
meet their obligations to provide first-party coverage in respect 
of victims of catastrophic injury. The Facility Association can 
perhaps provide the necessary mechanism. Finally, the 
Government must ensure that the industry establishes adequate 
dispute resolution mechanisms, whether by way of expeditious 
arbitration or otherwise. 


The Government of Ontario should then introduce a mandatory 
system of auto insurance for personal injury compensation 
whereby all insureds purchase a basic minimum level of insurance 
including coverage for loss of income, costs of care, and unlimited 
rehabilitation and medical expenses. The minimum level for loss 
of income should be set at a level such as to cover a Clear 
majority of the population of Ontario, and should be subject to the 
appropriate cost of living indexation formula, and to an annual 
review by a committee of the Legislature. Where considered 
appropriate, insureds could purchase additional layers of income 
replacement coverage on an individual or group basis. 
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C.3 


Ce 


C.6 


2135 


The Government of Ontario should consider elimination of resort 
to tort/litigation system with respect to personal injury 
compensation from automobile accidents; or 


The Government of Ontario should consider substantially limiting 
resort to the tort/litigation system with respect to personal injury 
compensation from automobile accidents, by way of a threshold. 


In conjunction with the introduction of a new system of personal 
injury Compensation, the Government of Ontario should work with 
the insurance industry on an urgent basis to enhance the deterrent 
to hazardous driving, and to implement an effective bonus-malus 
system for setting automobile premium rates. At the same time, 
the Attorneys-General of both Ontario and Canada should be 
strongly encouraged to continue their efforts to ensure more 
appropriate criminal penalties in respect of unsafe driving. 


To ensure the effectiveness of the bonus-malus system, the 
Government of Ontario should work with the industry to devise a 
plan to create an integrated data base to provide drivers' claims 
histories, conviction records and driving experience, and explore 
how to make this essential information available on an on-line 
basis. 


Automobile Rate Structure 


SAA 


C.8 


The Superintendent of Insurance together with his counterparts on 
the Canadian Council of Superintendents of Insurance should take 
the necessary action to ensure that all automobile insurers in the 
various jurisdictions comply with the reporting requirements 
under the Statistical Plan as amended on January 1, 1985. 


The Government of Ontario should encourage its provincial 
counterparts to support a uniform date between January |, 1989, 
and September 1, 1989, for the implementation of the elimination 
of age, sex and marital status criteria. This should give the 
industry adequate time to collect and analyze data, and be ready 
to apply appropriate alternate criteria. 


Rate Regulation 


(oe) 


The Compulsory Automobile Insurance Act should be amended to 
clarify and extend the Superintendent's regulatory power to the 
non-compulsory component of coverage in respect of both rate 
levels and classifications and surcharges used by the Facility 
Association. 


The Superintendent of Insurance should undertake immediate 
steps together with the insurance industry to explore the 
implementation of a mandatory basic classification system, at 
least with respect to compulsory automobile insurance, with a 
view to its broader application if appropriate. This would take 
place in conjunction with the elimination of age, sex and marital 
status criteria as recommended above. 
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Self-Insurers and the Compulsory Automobile Insurance Act 


Cot 


Municipal corporations and other public authorities in Ontario 
that establish, either on their own or with other municipal 
corporations or public authorities, an adequate plan with 
appropriate financial guarantees to the satisfaction of the 
Ministry's officials, should be entitled to apply to the Minister for 
the appropriate exemption from the Compulsory Automobile 
Insurance Act, and that the terms of the plan, as approved, should 
be set forth in the exempting regulations. 


PERSONAL AND COMMERCIAL PROPERTY INSURANCE AND OTHER LINES 


Personal Lines 


Crlz 


C.13 


The guiding principles of the Industry/Government Committee 
should be reaffirmed and circulated periodically, to remind those 
in the insurance industry of their obligations with respect to the 
rejection of an application or cancellation or refusal to renew a 
policy because of the physical condition of the property, and that 
indiscriminate rejection of insurance applications by reason of 
area be discontinued. 


The insurance industry should seriously consider, on an urgent 
basis, ways to provide a greater choice of options and flexibility 
to both the homeowners! and the tenants! package policies. 


DISTRIBUTION SYSTEM 


The Problem of Accessibility 


C.14 


Grid 


C.16 


The Superintendent of Insurance should monitor the situation 
closely and work with the Insurance Bureau of Canada, the 
Insurance Brokers Association of Ontario, and other relevant 
industry associations to ensure the development, application and 
enforcement of adequate guidelines to govern the broker/insurer 
relationship, including the orderly transfer of business from 
terminated agencies. 


All independent brokers and captive or exclusive agents should be 
required to disclose to the public the extent of their capacity to 
sell various types of insurance products and the products of a 
variety of insurers. 


The Superintendent of Insurance should actively encourage the 
insurance industry to permit and facilitate networking procedures 
among brokers, provided that the originating intermediaries 
provide much more accurate underwriting information to those in 
the network, and that the network be set up in such a way that 
insurers be approached only once with each submission. 
Disclosure of networking activities should be part of the 
procedures to protect against possible abuse of networking 
activities. 
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More Effective Communications 


Oe 


C.18 


The Government of Ontario should assist the associations of 
agents and brokers to offer educational and licensing programs 
that meet the challenges created by the emergence of new and 
innovative products and services, and that improve the capacity 
of their members to assess the soundness of the institutions 
concerning whose products they advise the consumer. This 
recommendation was also put forward by the Dupre Task Force. 
The reference to the ability to assess the financial soundness of 
insurers is particularly critical given the new statutory duties to 
be imposed on the brokers under the proposed Compensation Fund 
legislation (Bill 108). 


The insurance industry should be actively encouraged to pursue 
joint projects, such as those carried out under the aegis of the 
Centre for Study of Insurance Operations, much more 
aggressively. 


Inadequate Industry Data Bases 


C.19 


C.20 


The Superintendent of Insurance should work closely with the 
insurance industry, particularly the Insurance Bureau of Canada 
and Insurers' Advisory Organization, to improve the collection of 
Statistics in respect of non-automobile commercial lines of 
insurance, and to mandate the collection of specific data and 
information in a similar way. to that currently in place in respect 
of automobile statistics. 


Strong consideration should be given to the establishment of a 
body parallel to the United State Consumer Product Safety 
Commission, which operates the National Electronic Injury 
Surveillance system (NEISS). All emergency wards of major U.S. 
hospitals are plugged into the NEISS system, which feeds in data 
on product-related injuries. In this way a much more effective 
Statistical base and early warning system with respect to 
potential areas of product liabilty can be built up. Similar 
Statistics on occupiers' and professional! liability should also be 
collected and analyzed more systematically and comprehensively. 


Commission Rate Structure 


eye | 


C22 


Insurers and brokers should consider the establishment of a sliding 
scale for commissions based on class and premium. Such a scale 
should take into account the amount of servicing required. The 
changes should be implemented by July 1, 1987; at the latest. 


With respect to large risks, strong consideration should be given 
to a "fee-for-service" as an alternative to or in combination with 
the present commission rate structure, bearing in mind that the 
acquisition costs to the intermediary, as well as the servicing, risk 
management and loss prevention costs are relatively high. 
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C.23 All independent brokers and captive or exclusive agents should 


make available to customers upon request the commission 
schedules that apply to the various lines of property and casualty 
insurance which they handle. 


Providing Capacity and Availability in all Areas of the Province 


C.24 The Government of Ontario should strongly consider the 


establishment of a government-sponsored residual market 
mechanism to ensure the availability of adequate, affordable 
insurance in all parts of the province. Consideration should also 
be given to the establishment, in conjunction with the insurance 
industry, of a toll-free province-wide enquiry and placement 
service. 


TRANSACTIONS COSTS 


C.25 The Superintendent of Insurance should be directed to work with 


the Canadian Council of Superintendents to implement the 
necessary modification to the statutory financial statements to 
require disclosure, for publication, of segregated legal and 
adjustment costs, as well as the net percentage of premium 
dollars returned to claimants in the form of claims benefits for 
the immediately preceding year. 


PART D: THE ROLE OF GOVERNMENT 


FINANCIAL REGULATION 


Initial and Ongoing Capital Requirements 


D.1 


DZ 


D.3_ 


The statutory initial minimum capitalization requirement should 
be increased to $5 million for new federally incorporated property 
and casualty insurance companies and to $3 million for Ontario- 
licenced property and casualty insurance companies. 


Consideration should be given to the particular situation of 
existing small insurers, farm mutuals, new mutuals and reciprocal 
exchanges in implementing the minimum initial capital and 
surplus requirements. 


The appropriate federal and Ontario legislation concerning capital 
and surplus margins of property and casualty insurers should be 
amended to provide that the ongoing capital and surplus margins 
would have to be at least equal to the greatest of: 


(a) the existing requirements of section 103 of the Canadian 
and British Insurance Companies Act; 


(b) 15% of the gross premium income of the company during the 
immediately preceding 12-month period plus the smaller of 
$500,000 or 5 per cent of the premiums; and 
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D.4 


D.5 


Ownership 


D.6 


2r2 


(c) 22 per cent of the average annual amount of gross claims 
and claims adjustment expenses incurred by the company 
during the immediately preceding 36-month period plus the 
smaller of $500,000 or 7 per cent of the said average 
amount; 


provided that, in the case of (b) and (c), a maximum reinsurance 
credit of 50% is allowed for companies not limited to the business 
of reinsurance. 


Consideration should be given to the particular situation of small 
insurers, farm mutuals and new mutuals in implementing the 
minimum continuing capital and surplus requirements. 


The initial and ongoing capital requirements recommended above 
should be applied to each property and casualty insurer without 
regard to the capital of other corporations with which it may be 
related or affiliated. 


The federal and provincial governments should retain their 
current approach to foreign ownership of property and casualty 
insurance Companies. 


What financial activities can be carried on by general insurers? 


D.7 


Investments 


D.8 


Reinsurance 


D.9 


D.10 


Statutory and regulatory roadblocks to networking among the 
different types of financial institutions should be removed and 
appropriate statutory prohibitions on tied selling should be 
implemented. 


The investment provisions of the legislation governing federally- 
regulated companies and Ontario-incorporated companies should 
be amended to incorporate prudent management standards and the 
detailed quantitative, not qualitative limits, proposed in the 
Blenkarn Report. 


Each primary insurer, where appropriate, should be required, by 
statute or by regulation, to retain a minimum percentage of its 
total gross premiums written, such percentage to increase in 
prescribed amounts of an annual basis over a specified number of 
years until it reaches at least twenty-five per cent of such 
premiums. 


The federal and Ontario Superintendents of Insurance should give 
early priority to a reconsideration of the statutory and 
administrative rules or guidelines governing reinsurance provided 
by non-registered reinsurers with a view to increasing the degree 
of security maintained by non-registered reinsurance in Canada in 
respect of their obligations to Canadian primary insurers. 
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Reserves 


Def 


Self-Dealing 


D.12 


D.13 


D.14 
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Property and casualty insurance companies should be required as 
soon as possible, subject to appropriate transitional provisions, to 
appoint a valuation actuary and to include with their annual 
statement and financial statements a report by the actuary 
certifying that the provisions for unearned Baits and unpaid 
Claims are adequate. 


Property and casualty insurance companies should be permitted to 
engage in non-arm's-length transactions except those that are 
likely to have a significant impact on a company's solvency. 


The prohibited transactions should be set forth in regulations 
under the appropriate federal and provincial legislation. 


All property and casualty insurers should be required to pass a by- 
law establishing a committee of the board with responsibility for 
reviewing and approving all non-arm's-length transactions. 


Conflicts of Interest 


ea Oi) 


D.16 


Property and casualty insurance companies should be required to 
create and maintain "Chinese walls" to prevent the flow of 
information between certain departments within a company or 
between affiliated companies where the flow of information 
might give rise to conflicts between: (i) the interests of 
customers or claimants of the company; (ii) the interests of a 
customer and that of the company; or (iii) the interests of a 
broker or agent and that of the company. 


The federal and provincial regulatory authorities should consult 
with trade associations, professional groups, insurance companies 
and consumer groups in developing guidelines for increased 
institutional disclosure of information to consumers in view of the 
increased possibility of conflicts of interest arising from product 
bundling, corporate affiliations and networking. 


Policyhoider Compensation Funds 


D.17 


D.18 


D:19 


A federal policyholder compensation fund for property and 
casualty insurers should be established as soon as possible and that 
membership in such a fund be mandatory for Ontario-licenced 
property and casualty insurers. 


If the Government of Ontario determines that a federal fund is 
not to be formed, the Government should establish a fund for the 
protection of policyholders in consultation with the industry, and 
membership in such a fund should be mandatory for Ontario- 
licenced property and casualty insurers. 


Any fund established should be funded by both regular assessments 
to allow accumulation of funds and special assessments based on 
experience. 
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How are the insurers accountable for their financial activities? 


D.20 


D.21 


D.22 


The appropriate federal and Ontario legislation should be amended 
to authorize the respective Superintendents of Insurance to 
require the filing of interim financial statements from such 
companies, in such form and with such frequency as required by 
the Superintendent. 


The federal and provincial regulatory authorities should expedite 
completion and implementation. of the new uniform annual 
statement, and all parts of such annual statement should be made 
available to the public in a cost-efficient form. 


A permanent = federal-provincial consultative mechanism 
consisting of a council of ministers responsible for financial 
institutions should be established and early priority should be 
given to establishing new industry-wide reporting and disclosure 
requirements with respect to critical aspects of the industry's 
operation, in particular: 


MARKET REGULATION 


The Insurance Contract 


D.23 


The right of insurers to design insuring contracts to meet 
consumer needs without prior approval should be continued, and 
that the right of the Superintendent of Insurance and Minister to 
disallow contracts that are unfair, fraudulent or not in the public 
interest should be maintained. 


Brokers and Agents 


D.24 


D.26 


D.27 


All primary insurers should establish committees with their 
brokers that will develop mechanisms responsive to consumers and 
strengthen communication. 


The Insurance Bureau of Canada and The Insurers' Advisory 
Organization, together with the Insurance Brokers Association of 
Ontario, should accept and adopt as their mandate the promotion 
of risk management services through appropriate arms of the 
insurance industry, in order that public education of risk 
management services and loss prevention control can be co- 
ordinated, promoted, and the public assisted, particularly those 
insureds facing difficulties with respect to liability insurance 
coverage. 


The Government of Ontario, through the Interministerial 
Committee established to deal with property and casualty 
insurance problems, should take the lead in encouraging a debate 
over the appropriate balance of responsibility for such loss 
prevention measures among individuals or businesses, insurance 
companies and public bodies. In addition, it should promote more 
research and development into product and safety standards, more 
training of personnel in loss prevention and control (see, for 
example, the IAO's School of Loss Control Technology), and more 
public education. Finally, the government should require more 
data collection on the causes and extent of losses of all types. 
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Superintendent's Role 


D.28 The Superintendent of Insurance should include in his annual 
report to the Minister a special report with respect to the 
progress of industry associations towards achieving the necessary 
structural changes to the system encompassed in the foregoing 
recommendations. 


Advance Notice of Changes 


D.29 The insurance brokers (through their association, the Insurance 
Brokers Association of Ontario) and the insurers (through the 
Insurance Bureau of Canada), under the aegis of the 
Superintendent of Insurance, should develop guidelines which will 
ensure timely notification to insureds of changes in price, 
coverage, exclusions and non-renewal. This recommendation is 
made on the basis that marketplace guidelines would be the best 
solution but on the express understanding that failure to arrive at 
a solution would result in a mandated standard, in each instance, 
by government regulation. 


Rate Regulation 


D.30 The Government of Ontario should seriously consider the 
implementation of a systematic framework for the monitoring, 
surveillance and evaluation of rates with a view to ensuring 
greater rate stability and public understanding of the 
determinants of rates and the basis for the rate changes. 


D.31 The Superintendent of Insurance should be required to file an 
annual report to the Legislature forthwith after the end of a 
calendar year but not later than April 30, providing disclosure of 
the loss and expense data and a review of the competitive 
indicators monitored by his office. 


SUPERVISION OF INSURERS 
Cease and Desist Orders 


D.32 The insurance legislation of Canada and Ontario should be 
amended to authorize the respective Superintendents of Insurance 
to issue orders requiring a registered or licensed insurance 
company to: 


a) cease doing any act or pursuing any course of conduct that 
might reasonably be expected to prejudice or adversely 
affect the interests of policyholders of the company or to 
result in the company being in violation of its governing 
legislation; and, 


b) take specific courses of action that appear necessary to 
protect the assets of the company or their value, to ensure 
that the company carries on its business in a sound, 
business-like manner and generally to safeguard the 
interests of policyholders, 
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and that, in particular, the Superintendent be authorized to 
proceed without prior notice to the company in Circumstances 
where the vital interests of policyholders or the public may be 
prejudiced by delay. 


Corporate Governance 


D.33 Federal and provincial authorities should accord immediate 


priority to revision of insurance legislation to bring it into line 
with modern approaches to corporate law generally and sound 
business practices for insurance companies, and _ resulting 
legislative amendments should include a provision requiring 
regular review of the legislation governing insurance companies. 


Supervisory System 


D.34 


TAXATION 


The federal, provincial and territorial governments should 
immediately establish a Council of Ministers Responsible for 
Financial Institutions to consider in advance all matters 
pertaining to the policies and regulatory practices governing 
financial institutions, including property and casualty insurance 
companies. 


Compensation for Future Care Costs 


0.35 


D.36 


The taxation of revenue from lump sum settlements which arise 
as compensation for the economic losses of injured persons under 
the heading of costs of future care should be abolished. This 
would eliminate gross-up with respect to the cost of future care. 


The practice ~ of ~ exempting “structured “settlements “for 
compensation for the economic losses of injured persons under the 
heading of costs of future care should be continued and codified. 


Self-Funded Reserves 


D.37 


The tax laws should be changed to allow corporations to take 
deductions on self-funded reserves in the same way that an 
insurance company can on its claims reserves, subject to 
appropriate controls to avoid abuse. 


Captive Insurers 


D.38 


The tax treatment of captive insurance companies should be 
examined, alongside the regulatory aspects of such captives, with 
a view to promoting the domestic domicile of such captive 
property and casualty insurance companies as are considered to be 
an appropriate part of the Canadian property and casualty 
insurance markets. 
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Reserves (Stabilization and Major Shock Losses) 


D.39 


Property and casualty insurers should develop, with the tax 
authorities, a set of rules for the deduction of premium deficiency 
reserves where an insurer has a premium deficiency reserve 
program and includes such reserves on its balance sheet and 
provision should be made for rules regarding additions to such 


_ reserves as an expense item for the measurement of the taxable 


D.40 


income of the insurers. 


The industry, the regulatory authorities and the tax authorities 
should explore means of improving the provision and use of 
reserves against major shock losses, related particularly to 
disasters due to natural causes, including the taxation treatment 
of such reserves. 


A MORE ACTIVIST ROLE FOR GOVERNMENTS IN PROPERTY AND 
CASUALTY INSURANCE 


Government Insurance Corporation 


D.41 


D.42 


D.43 


The Government of Ontario should NOT establish at this time a 
government insurance corporation to deliver auto insurance 
services. 


The Government of Ontario should concentrate its efforts 
regarding auto insurance on improvements in the design of the 
system set out in Part C, which it is contemplated will be 
delivered by an evolving private insurance market system; 


If the Government of Ontario does choose, for a balance of 
political and social reasons, to establish a government insurance 
corporation to deliver auto insurance services, it should take steps 
as indicated in the Chairman's memorandum to try to ensure a 
"good performing" rather than a "poor performing" government 
corporation this is not a simple or easy task. 


Governments as Animators in the Property and Casualty Insurance Market 


D.44 


The Government of Ontario should consider a more activist role in 
insurance and reinsurance, in association with the industry, to 
meet the difficult structural problems of uninsurable risks and 
uncertainty, particularly as regards products liability (especially 
in relation to exports to the United States), pollution and 
environmental risks, the services of the provinces and of its 
creatures, professional services and voluntary activities. Some 
of these problems appear to be enduring rather than transitory, 
and a government insurance corporation may well be an 
appropriate vehicle for helping to deal with these problems. 
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